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Court of Appeals of the District of Columlria 


No. 4801. 

Ambrose D. Henry, Appellant, 

vs. 

David Bthnet, (Vimmissioner, &c. 


1 Docket Xiimber 5903. 

Ambrose D. Henry, Petitioner, 


vs. 

Commissioner of Internal Revenue, Respondent. 

For Taxpayer: i\ IT McAtee, Esq. 

For ComniissioiMM-: W. F. (Jibbs, Esip, L. \V. Scott, Esq. 

Ell fries. 

1925. 

Jiilv31. Petition received and tiled. 

Aiig. 4. (^opy of petition served on Solicitor. 

“ 4. Notification of receijit mailed taxpayer. 

“ 13. Answer tiled bv Solicitor. 

“ 19. Co])y of answer served on taxpayer. Assigned to 
Dec. 22, 1925. 

Nov. 5. Hearing date changed to 2-23-2G. 

1926. 

Jan. 19. Motion for continuance filed by taxpayer. 

“ 19. Granted to General Calendar. Both sides notified. 
Sept. 8. Hearing date set for 10-27-26. 

Nov. 1. Transcri]jt of hearing (10-27-26) filed. 

Oct. 27. Hearing had before Morris on merits. 

Dec. 1. Brief filed by taxpayer. 
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1927. 
Oct. 29. 




2J). 


1928. 
Apr. 14. 




18. 


Findings of fact and oj)inion rendered. Judgment 
for respondent. Both sides notified. 

Order of redetermination—sign(*d and tiled. Botli 
sides not itied. 

Petition for review by (^t. of Ap. D. C. with stipu¬ 
lation of venue, assignments of error and proof 
of service tiled by taxpayer. 

Supersedeas bond for $11,000.00 apjiroved and 
ordered tiled. 

Objections to statement of evidence tiled by G. 0. 

Motion for extension of time for settlement of evi¬ 
dence to Julv 1, 1928 tiled bv G. (\ 

Order enlarging time to 7-1-28 entered. 

Statement of evidence lodg(‘d with ])roof of serv¬ 
ice, for hearing —f 

Atotion for extension to July 10, 1928 to prepare 
and transmit record, tiled by taxpayer. 

Order enlarging time for ])re])aration of evidence 
to 7-11-28 and transmission and delivery of rec¬ 
ord extended to 8-1-28 entered. 

Hearing had befoiu* .Mr. Morris—hearing on state¬ 
ment of evidence. 

Transcript of hearing 7-11-28 filed. 

Pripcipe with service thereon tiled. 

Statement of evidence ajiproved and ordered tiled. 

Transcript of hearing—July 2(), 1928 tiled. 

Order enlarging time to July 27, 1928 for prepara¬ 
tion of evidence sifr ]>etition for review and ex¬ 
tending time to August 15, 1928 for transmission 
and delivery of record papers—entered. 


Now, August 6, 1928, the foregoing Docket Entries certi- 
lied from the record as a true copy. 

[Seal U. S. Board of Tax Appeals.] 


“ 30. 
May 10. 

“ 12 . 

15. 

June 29. 
Julv 2. 

‘‘ 11 . 

‘‘ 19. 
“ 25. 
“ 27. 


“ 17. 
“ 11 . 


- rii 


B. D. G ALIBLE, 

T 

Clerk U. S. Board of Tax Appeals. 
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2 Filed Jul. 31, 1925, United States Board of Tax 

Appeals. 

United States Board of Tax Appeals. 

Docket No. 5903. 

Appeal of Ambrose D. Henry, 111 Broadway, New York 

City, New York. 

Petition. 

The above named taxpayer hereby appeals from the de¬ 
termination of the Commissioner of Internal Revenue set 
foi*th in his deficiency letter (IT :PA :2-CRY-205-60D) dated 
duly 9, 1925, and as the basis of his appeal sets forth the 
following: 

1. The taxpaver is an individual, residing in New York 

Citv. 

* 

2. The deficiency letter (a copy of which is attached) was 
mailed to the taxpayer on July 9, 1925. 

3. The taxes in controversv are income taxes for the cal- 
endar year 1919 and are less than $10,000.00, to wit: $5,- 
450.59. 

4. The determination of tax contained in the said defi¬ 
ciency letter is based upon the following error: 

The Commissioner erred in disallowing as a deduction, 
$35,950.25, representing taxpayer’s share of the bad debt 
losses sustained in 1919 by the partnership (Henry 

3 Brothers and C’ompany) of which taxpayer was a 
member. 

5. The facts iii)on which taxpayer relies as the basis of 
his appeal are as follows: 

(a) Throughout the year 1919 taxpayer was a member 
of the partnership of Henry Brothers and Company, en¬ 
gaged in the stock brokerage business. The business of 
the partnership was profitable during the early part of 
1919, but in November of that year there was a severe drop 
in the market and the firm suffered severely from improp¬ 
erly margined accounts which had become overextended. 
As a result of these conditions the partnership was com¬ 
pelled to liquidate its business. In order that the interest 
of its clients might be protected and no losses sustained 
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by them by reason of the condition in whicli the partnership 
found itself, all accounts of clients with equities were trans¬ 
ferred to other l)rokeia»;e houses without losses to the 
clients. 

(b) All securities carried by the partnership which it 
liad purchased for clients whose ecjuity had been wiped out 
by reason of the drop in the prices of securities and im¬ 
properly margined accounts, were immediately sold by the 
partnership and their accounts closed. Among such clients 
was one (Jeorge (\ Smith, DT Passaic Street, Hackensack, 
New Jersev. When his securities were sold in 1019 his ac- 
count showed that he owed the partnershij) a total of $63,- 
038.20, made up of the following debit balances: 


4 George r. Smith,'/<• No. 1. $8,409.73 

“ ‘‘ “ “ No. 2. 52,435.52 

“ “ “ “ No. O 1,771.05 

“ “ “ ‘‘ No. G. 421.90 


$63,038.20 

(c) After the suspension of business by the partnership 
in November, 1919, this taxpayer made numerous efforts 
before the close of the year 191!> to collect the amount owing 
the partnership by Hr. Smith and ascertained before the 
close of the vear 1919 that Mr. Smith had no assets from 
which any part of his indebtedness to the partnership could 
be satisfied and that the total indebtedness of $63,038.20 
was uncollectible and worthless. 

(d) For the foregoing reasons the partnership deducted 
on its 1919 return $63,038.20 as bad debt losses, of which 
amount $35,950.25 represents the share of the losses ac¬ 
cruing to this taxpayer and by which amount his income 
has been increased by the Commissioner. 

(e) The Commissioner disallowed the bad debt losses 
of $63,038.20 on the ground that they were not closed out 
and charged off the books in 1919. The bad debt los ses 
w ere charged off in March, 1920 . They had been a^er- 
tained to be entirelv wortliless and uncollectible in 1919 and 
the onlv reason thev were not charged off in 1919 was 
due to the fact that most of the partnership’s employees 
were discharged in November, 1919, when the business was 
suspended and the writing off of these losses was over¬ 
looked. 
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5 6. The taxpayer, in siipi)ort of his appeal, relies 
upon the followin**: propositions of law: 

That the net income of the taxpayer is limited to the 
statutory gross income less the statutory deductions and 
that the Commissioner erred, as a matter of law, in dis¬ 
allowing any part of the bad debt losses sustained in 1919. 
See Section 214 of the Revenue Act of 1918. 

Wherefore the taxpayer respectfully prays that this 
Board mav hear and determine his appeal. 

W. W. SPALDING, 

Counsel for Taxpayer^ 

Woodward Building^ 

Washington, D. C. 

State of New York, 

County of New York, ss: 

Ambrose D. Henry, being duly sworn, says that he is the 
taxpayer above named; that he has read the said petition 
and is familiar with the statements therein contained, and 
that the facts therein stated are true, except such facts as 
are stated to be upon information and belief, and those 
facts he believes to be true. 

AMBROSE D. HENRY. 

Subscribed and sworn to before me this 29 day of July, 
1925. 

[seal.] R. I. GUALAMA, 

Notary Public, 

6 (Copy.) 

Treasury Department, Washington. 

IT:PA:2. CRY-205-60D. 


July 9, 1925. 

Mr. Ambrose D. Henry, 

111 Broad wav. 

New York, New York. 

Sir : 

Your claim for abatement of a deficiency in tax amount¬ 
ing to $5,450.59, for the taxable year 1919, has been care¬ 
fully considered by this office, and this office holds that the 
assessment as originally made is correct. 
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Ill accordance witli the provisions of Section 279 (b) of 
the Kevenne Act of 1924, yon are allowed sixty days from 
the date of this letter within which to file an appeal to 
the Board of Tax Appeals contesting in whole or in part 
the correctness of this determination. 

If yon acipiiesce in this deteimination and do not desire 
to file an appeal, yon are recpiested to sign the enclosed 
agreement consenting to the deficiency assessed, and for¬ 
ward it to the Commissioner of Internal Revenue, Wash¬ 
ington, D. C., within fifteen days from the date of this let¬ 
ter, referring in your reply to IT :PA :2-CKY-205. 

In the event that you accpiiesce in a jiart of the deter¬ 
mination, the agreement should he executed with respect 
to the items found due. 

Respect fill Iv, 

I). II. BLAIR, 

('() ni wissiouer^ 

(S.) By V. B. ALLKN, 

Ariiuff Dcpitftj Commissioner, 

fiiu'losure: Agreement (Form 1)). 

Now, August (), 1!)2S, the foregoing lT‘tition certified 
from the record as a true copy. 

[Seal U. S. Board of Tax Appeals.] 

B. I). GAMBLE, 

T 

A., 

(lerk r. S. Board of Tax Appeals, 

7 Filed Aug. IM, R)2r), United States Board of Tax 

Appeals. 

United Stales Board of Tax Ajipeals. 

Docket Xo. r)9(Kl. 

Ajipeal of Ambrose I). Ilimry, 111 Broadwav, New York 

(^ity. 

Ansner, 


Now comes the Commissioner of Internal Revenue, bv 
his attorney, A. W. Gregg, Solicitor of Internal Revenue, 
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and for answer to the ])otition filed in tlie above entitled 
appeal admits and denies as follows: 

(1) The first three parai»ra])hs contained in the taxpay¬ 
er’s jietition are admitted. 

(2) Admits that the Commissioner of Internal Revenue 
lias disallowed as a deduction, in computing the taxpayer’s 
net income for the calendar year 1911), the sum of $35,- 
950.25, which the taxjiayer has alleged rejn’esents his share 
of bad debt losses sustained in 1919, by the partnership of 
Henry Brothers and (’oniiiany, but denies the allegation 
that the Commissioner committed error in so doing. 

(3) Admits the allegation that during the year 1919 the 
taxpayer was a member of the partnership of Henry 
Brothers and Company engaged in the stock brokerage 
business, and a<lmits that the business of this partnership 
was profitable during th(‘ early part of 1919, but in No¬ 
vember of that year there* was a severe drop in the market 
and the tirm suffered severely from margin accounts which 
it had. 

(4) Admits the‘allegation that one of the clients of the 
])artnership was (l(*orge C. Smith, 97 Passaic Street, 
Hackensack, New »Jers(‘y, and admits that the said George 
C. Smith had, during tin* y(*ar 1919 with the said partner- 

shi]), an oj)en margin account. 

8 (5) Admits that on the margin account of George 

(\ Smith, the partnershi]) was holding certain se¬ 
curities, and further admits that said account showed an 
indebtedness in favor of the i)artnership, but denies that 
the securities of said Geoi’ge C. Smith, so held by the x^art- 
nership, were sold by the partnership in the year 1919, and 
further denies that the indebtedness due the partnership 
from the said George C. Smith, amounted to $63,038.20. 

(6) Denies that the said indebtedness due the partner¬ 
ship from George C. Smith had been ascertained by the 
partnership to be worthless as of December 31, 1919. 

(7) Admits the allegation in paragrax)h 5 (d) that the 
partnership deducted on its 1919 return, the sum of $63,- 
038.20 as bad debt losses, and admits that the taxpayer’s 
interests in the said partnership was in the prox^ortion as 
the sum of $35,950.25 bears to the sum of $63,038.20. 

(8) Admits that the Commissioner disallowed the alleged 
bad debt losses on the ground that they were not closed and 
charged off the books in 1919, and further admits the al- 
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legation that the alleged bad debt losses were charged off 
in March 1920. 

(9) Denies, generally and specifically, each and every al¬ 
legation contained in the taxpayer’s petition not hereinbe¬ 
fore admitted, (pialified or denied. 

Proposition of Law. 

In computing the net income of the taxpayer during the 
year 1919, only debts ascertained to be worthless and 
charged off during that year may be deducted under the ‘ 
provisions of the Kevenue Act of 1918. 

9 Wherefore it is prayed that the taxpayer’s appeal 
be denied. 

A. W. GRKGG, 

Solicitor of Internal Revenue 
At tome If for Commissioner of 

Internal Revenue, 

Of Counsel: 

AV. FRANK GIBBS, 

Special Attorneif, 

Bureau of Internal Revenue. 

Now, August 6, 1928, the foregoing Answer certified from 
the record as a true cojiy. 

[Seal U. S. Board of Tax A])])eals.l 

B. 1). GAMBLE, 

T., 

Clerk r. S. Board of Tax xippeals. 

10 United States Board of Tax Appeals. 

Docket No. 590.3. 

Promulgated October 29, 1927. 

Ambrose D. Henry, I'etitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

1. Debts due the petitioner, a stock broker, arising from 
over-extended margin accounts, not having been satisfac¬ 
torily proved to be worthless and charged off within the 
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taxable year 1919, can not be allowed as a deduction in 
computing net income for that year. 

2. Petitioner was one of three ])artners engaged in the 
stock brokerage business. In November, 1919, the firm 
met with tinancial difficulties and petitioner, in the settle¬ 
ment of the firm’s debts, ])aid not only his ])ro rata share, 
but also the share of one other ])artner. Held, when peti¬ 
tioner ])aid his ])artner’s share of the firm’s obligations a 
debtor-creditor relationship arose between the petitioner 
and liis jiartner. The ascertainment of the worthlessness 
of this debt and its chai*ge-otf within the year 1919 not 
having been satisfactorily proved, the debt can not be al¬ 
lowed as a deduction in that year. 


Camden K. McAtee, Ksip, for the petitioner. 
IP. Frank Gibbs, Esq., for the respondent. 


Tliis proceeding is for the redetermination of a deficiency 
in income taxes for the year 1919 of $r),450.;'39. The issues 
raised by the pleadings are: 

1. Wheth(‘r res])on(lent erred in disallowing the deduc¬ 
tion of certain debts alleged by })etitioner to have become 
wortliless in 1919, but which were not charged off until 
March, 1920. 

2. Whether jietitioner having been compelled to pay the 
indebtedness of the co-jiartnershi]) uiion dissolution with¬ 
out conti'ibution from one of his jiartners, is entitled to de¬ 
duct said partiKu’s share ot* the amount so paid in the 
year 1919 in the computation of his taxes for that year. 


A true copy. Teste: 

[Seal II. S. Board of Tax Apjieals.] 

B. I). GAMBLE, 

Gterk IJ. S. Hoard of Tax Appeals. 


11 Findings of Fact. 

Henry Brothers & (V)m])any (hereafter referred to as the 
firm), was a co-i)artnershii) organized in 1917 for the pur¬ 
pose of entering into the stock brokerage business in New 
York City. The New York office was conducted by the peti¬ 
tioner, who was the senior partner and 0. W. Muller one 

2—4801a 
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of the junior ))«‘irtiiors. The firm also operated a branch 
office in Newark, New .Tersev, wliicli was conducted bv John 
G. Miller, the other Junior j)artner. 

The firm shared in the general prosperity prevailing in 
the early months of 1019, and it being the custom of the 
firm to distribute profits monthly, it distributed during the 
first three months of 1919, 40 per cent to Henry, 10 per 
cent to Muller and oO j)er cent to Miller. On account of 
the general decline in the stock market and the over-ex- 
tended condition of the firm’s margin accounts it had sus¬ 
tained severe financial reverses by November 14, 1919, and 
was compelled to discontinue business. Petitioner being 
the financial backer of the firm was, uj)on discontinuance 
of business obliged to meet not only his share of the firm’s 
obligations but also the share which should have been 
borne by Muller, and for this purpose he borrowed $75,000 
on his j)ersonal credit. AFuller was also ])ersonally in¬ 
debted to the firm because of an over-extended margin ac¬ 
count carried for him by the firm, and also as guarantor 
on a customer’s account. In his attemjjt to collect some¬ 
thing from Muller, petitioner forced him into bankruptcy 
in 1923, but was unable to realize anything on his obliga¬ 
tions. 

At the time of the discontinuance of business the firm was 
carrvimr 


(Here follow diagrams marked ])ages 12, 13, 14, and 15.) 


1(» r(*sult(Ml in tli(‘ losses complaim‘d of. lh‘litiouei’ did 
not cmifiov ail attorm^v because lu* tlioiiglit it would 
be a waste of money, but he ])(‘rsoually called upon Smith 
several times, attmnpting to make collection. 

In addition to the permanent books of record the firm 
also maintained separate records for the use of the margin 
clerk, whose duty it was to notify the partners when fluctu¬ 
ations in accounts necessitated additional collateral for 
customers’ accounts. The Smith accounts were suspended 
in November, 1919, and further trading therein was pro¬ 
hibited because of the failure of Smith to deposit addi¬ 
tional collateral. 

The partnership’s return for 1919 shows a deduction of 
$96,224.05 for bad debts, which amount did not include 
the losses sustained through Muller’s failure to meet his 








four mar^^in accounts of one Oeorge C« Smith, which accounts at the time 
trading therein was suspended, snowed a not aggregate debit balance 
greatly in excess of the value of the collateral security held*therefor. 
On November 8 or 9, 1919, petitioner notified Smith that he would have 
to put up additional margin, or that his accounts would be closed and 
Smith promised that he would try to protect them, but having failed to 

do so. Smith was prohibited from further trading after November 17, 1919. 

• * 

The accounts of Smith were marked Nos* 1, 2, 0, and B* So much of each 
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of these accounts as are deemed pertinent to the issues herein and reveal 
the activity therein through the period during whtc^ the firm was in 
liquidation, will be set forth in the order mentioned* 

Jiccount No* 1 showing the balance brought forward at December 1, 

1919 to the date of closing, March 16, 1920 shows the following entries: 
Dec. 1 


1920 


BALJVNCK 

^14,052*12 

Dec* 11 

Coup.Apr. 15/19 9950-IV 4-1/4! 

• 

1919 

Long 

» 


" May 15/19 

850-11 4-1/4 

1810 

9850 Lib.II 



" Sept.15/19 

2800-II1/4 


4-1/4 



5954 

92800 Lib. 



" Nov. 15/19 

850-11 4fl/4 


Ill 4-1/4 



1804 

9950 Lib.IV 






4-1/4 



Oct. 16/19 

950-IV 4-1/4 

2020 

91400 Llb.V 



" Dec.15/19 

f 


4-3/4 


31. 

1400-V 4-3/4 

3798 

Interest at 






z6% to Jan*1/20 72*10 


Balance 

1398722 

: Carrying 




i 


: Charges 

• 

• 

36.05 





14,160*27 



« 

« 

1416027 








Jan.I 


BALAN C£ 


#13,907.22 


P«b.l3 


|950 Lib.4-1/4 


90.92 


Long:- 


41400 Victory 4-3/4 97.64 


|850 Lib.II 

4-1/4 ; 

12800 Lib: 

III 4-i/4 
|950 Lib.: 

IV 4-1/4: 


42600 Llb.3-4-1/4 93.40 

4850 Lib. 2-4-1/4 90.62 

to Dirf.oh Lib.Bonds 


#1400 Lib 
V 4-3/4 


30 


Interest at 


Mar.16 


Journal #81 by Bad) 
Debts Charged off) 


876..98 
1,377.67 
2,646.65 

779.09 

17.48 

8,409.73 


S% to 2/1: 72.23 

Carry!ng : 

Charges : 48.15 

14.107.60 


14.107.60 


Account Mo. 2, showing the balance brought forward at December 1, 1919,to 
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the date of closing, March 16,1920,shows the following entries: 


Dec.l 


BALAMCE 
Long;- 


#81,307.61 


BALANCE 


81,937.69 


600 hepub¬ 
lic Motors 



2 Burns 
Bros. 

#60 Burns. 

Scrip 

Interest 

1 



at 6% to 
Jan.1/20 

420.05 



Carrying 

✓ 



Charges 

210.03 


1920 

t81.937.69 s : 

Jan.l 

BALANCE 

81,937.69 1 

;Peb.l6: 


Long:- 

: 27: 


600 hep. 

* f * 

i • 


Motors 


Mar.4 

1 2 Burns 




: Bros. 




;#50 Bums 




: Scrip 



30. 

;Int.6;(> to 

423.30 

Mar.16 


2/1 




Carrying Ch gs.282.20 


* : 82,643.19 



481,937.69 

Pit. % 2-EB 

5. 

2 BB 101 7/8 

20?.67 

Del. Dec. 29 

.207.67 

J.S.Bache a/o Th4 

r 

Schatzkin 


600 hepublic at 50 

30,000.00 

Journal #81 By Bad 


Debts Charged off 

52,435.52 


82.643.19 






















Account No. 

0 showing the balance brought at December 1, 1919.to tlaev 

date of closing. 

March 16, 1920, shows the following entries: 


Dec. 1: BALANCE 

• i 

(2,031.28 ! 

( 

Deo .11 ; Coup.Apr.16/19 -(100 IV-4-1/4 

2.03' 

• i 

: Long;- 

4 

" May 15/19 - 100 II-4-1/4 

2.13 

: |100 Lib 
: II 4-1/4 


: " Oct.15/19 - 100 IV-4-1/4 

2.12 

: (100 Lib 
: 4-1/4 


: " Mot. 16/19 - 100 II-4-1/4 

2.1^' 

:(100 Lib. 

: V-4-3/4 


31 : ■ Dec.15/19 - 100 V-4-3/4 

^4tl 

:Interest 
: at 6% to 
:Jan.l/20 

10.50 

: BALAHCM 

2,035.93‘ 

:Carrying 
: Charges 

5.25 


« 

1920 ; 

2.047.03 

Feb. 13 : (100 Lib. 4-4-1/4 90.92 

6.047.Oi 

Jan.l : BALANCE 

2,035.93 

92 

: Long:- 

i 

: (100 Victory 4-3/4 9(.64 

98.4; 

:|100 Lib. 

: II 4-1/4 


: 

: (100 Lib. 2-4-1/4 90.62 

91.66 

:fl00 Lib. 

: IV 4 - 1/4 
:|100 Lib. 

: V 4 - 3/4 
31 : Interest 
: at 6% to 
: 2/1 
? Carrying 
:Charges 

10.50 

7.00 

62,053.43 

^ \ 

Mar* 16 : Journal #81 ) 

: By Bad Debts Charged Off 

1,771.05 


Acoount No. B allowing the balance brought at December 1919^to date 
of closing, March 16, 1920, shows the following entries; 


Dec. 1 


1920 


BALANCE 

Long:- 
1100 Lib. 

II 4 

|50 Lib. 

III 4-1/4 
Interest 
at 6% to 

Jan.l/20 

Carrying 

Charges 


f 556.65 


Dec.11 


2.87 


I.44_ ! 


560.96: 


Coup. dept. 15/19- {^50 III 4-1/4 1.06 


It 


llov. 15/19 - llOO II 4 
May 15/19 - ^100 II 4 


2.00 

2.00 


BALANCE 


i 

t 


555.90 


560.96 


No. 4801 

Ambrose H. Henry 
vs. 

David H. Blair. 















Jan. 1 


31 


BALANOV : $565.90 

Feb. 1$ 

.$50 Lib. 3-4-1/4 

93.40 

Long:• i 

• 

$100 Lib. 2-4 

90.20 

>$100 Lib.: 

II 4 : 

Mar. 16 

Journal #81 ) 


#50 Lib. : 

III 4-1/4 


By Bad Debts Chge 

off) 

lnt..at 6% 


to 2/1 : 2.85 

Carrying : 

Charges : 1.90 

: 560.65 





47.57 

91.18 

421.90 


560.66' 


The balances of all the foregoing Smith accounts were properly ruled 
and 'the balances brought down at January 1, 1920^and the accounts were 
duly charged with Interest and carrying charges for the tnonth of January. 
The Liberty Bonds held as collatersl security in Accounts Nos. 1, 0, and B, 
were sold in.February, 1920, and a crddit made to each cf these accounts 
on February 13, 1920,for the proceeds froiQ the sale, thereof. Account No. 

2 discloses that it was credited on February 16, and 27, 1920,with a 
^divldend on two shares of Bums Brothers* stock and with the proceeds 
from the sale of those two shares. That account shows further that 
on Irarch 4,1920,a credit entry of $30,000 was made which bore the follow¬ 
ing description: ”Del. Dec. 29 J. S. Baohe account or Schatzkin 600 Rep,. 
'Motors at $50.” The following balances of the four Smith accounts 
hereinbefore referred to, were charged off by Journal iSntry #01 March 16^ 
1920: 
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No. 1 $ 8,409.73 

No. 2 52,435.52 

No. 0 1,771.05 

No. B 421.90 

163,038.20 

After the closing of the four Smith accounts, petitioner attempted to 
collect the balances thereof, but Smith contended! that Muller had failed to 
carry ( 3 ut instructions relative to his accounts and that his failure to do so 
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personal obligations to tlie firm. Of that amount the re¬ 
spondent allowed $33,185.85 as a deduction, leaving the 
amount of the four Smith accounts hereinabove referred 
to of $(>3,038.20 which was disallowed. Although petitioner 
attempted to etTect an understanding with Muller in 1920 
and he later forced him into bankruptcy in 1923, he has 
not succeeded in collecting anything from him either on 
account of his ])ersonal obligations to the firm or for his 
share of the firm’s losses. At the time of dissolution, no 
agreement was entered into with Muller with respect to 
))aying the ])artnership’s debts. Petitioner paid the part- 
nershi])’s debts voluntarily from a sense of honor and good 
judgment. 

During the last nine months of 1919, the partners’ profit- 
sharing ])ercentages were 35 per cent to j)etitioner, 25 per 
c(‘nt to Muller and 40 per cent to Miller. 

17 The petitioner, by motion at the hearing, amended 

his petition, whereby he claims to be entitled to de¬ 
duct not only his pi’o rata share of the $33,185.85 of the 
bad debts allowed by the resjiondent as a deduction, but 
that he is entitled to deduct in addition thereto the amount 
which would ordinarily be deductible bv Muller, who had 
failed to bear any portion of that amount. 

Opinion. 


Mohhis: The first <iuestion in issue is whether or not the 
respondent erred in disallowing as a bad debt deduction 
in 1919, the aggregate amount of the four Smith accounts 
hereiiiabove referred to. The j)etitioner contends that 
they should have been allowed as a deduction; the respond¬ 
ent on the other hand, contends that the amount of $63,- 
038.20 sought to be deducted, was not ascertained to be 
worthless and charged otT within the meaning of the statute 
and therefore the deduction should not be allowed. 

Section 214 (a) (7) of the Hevenue Act of 1918 provides: 

(a) That in computing net income there shall be allowed 
as deductions: 


***«*«« 


(7) Debts ascertained to be worthless and charged off 
within the taxable year. 
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Thus it will he seen that in order to eoinply with the pro¬ 
visions of Section ‘J14 {a) (7) above the petitioner must 
not onlv have asc(*rtaine(l tIi(‘S(‘ (l(‘hts to he worthless, 
but must have charii:e(l them otT within the taxable year, in 
order to avail himself of the deduction. Let us examine 
the testimonv and see if these two tests have been satis- 
factorilv met. The testimonv shows that Smith was called 
upon to deposit additional collateral in Xovember, 1919, 
and that failing to comply with these demands trad- 
18 iiii; in his accounts was suspend(*d. The ])etitioner 
testitied with respect 1() his investigation of Smith 
that “As n(‘ar as 1 can tind out, be is an automobile sales¬ 
man; I do not know whether it is a salesman or not,—I 
would not be certain what it is, but Ik* is traveling here and 
everywhere out of Detroit now." Tin* p(*titioner was asked 
whether Smith owned tlie home he liv(‘d in in Hackensack 
in 1919, and he replied: “That 1 do not know; I do not 
know whether lu* owned his home or not." lie was again 
asked if he knew wli(*re Smitli did his banking and the 
petitioner replied: “Xo, 1 think he did it through,—the 
only thing I know is that (‘V(*rything came through Mr. 
Schatzkin." Petitioner did not know whether he had an 
individual banking ac(*ount or not. When asked whether 
Smith owned an automobile, p(*tition(‘r replied: “1 do not 
know whether he did oi* not. I was not intimate with him 
at all.“ It app(*ars fi*om the testimony of the ])etitioner, 
that he has never given up ho])e of collecting from Smith, 
because as his testimonv shows he went to Smith’s home 
several weeks Just j)rior to the hearing with respect to this 
matter. 


It appears to us from this ti'stimony that the ])etitioner 
shows verv little knowledge of the financial condition of 
Smith—certainly not a sutlicient knowledge for him to ap¬ 
praise the worthlessness of these de))ts in 1919. We are 
of the opinion that the testimony with respect to the worth¬ 
lessness of tliis debt in 1919 has not been satisfactorily 
established. However, we need not rely solely upon the 
(piestion of wh(*ther or not these amounts were ascertained 
to be worthless in 19P). As will be observed the statute 


provides two te.sts which must be complied with. First, the 
debt must be ascertained to be worthless, and, sec- 
19 ond, it must have been cliarged otT within the taxable 
year. Greenville Textile Supply Co., 1 B, T, A. 152; 
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Donalsftnrille Oil Mill, 1 1>. T. A. 1(57; Dover Iron Co.y 1 B. 
T. A. 1123. Petitioner eoiiteiids that the transactions with 
Smith were closed when the niai’^in clerk closed his ac¬ 
counts, and that therefore, that was suflficient charging off 
to meet the statutory requirements. We do not deem that 
this actually effects a charging off within the meaning of 
the statute. 

The Smith accounts were closed as far as additional 
trading was concerned in November, 1019, ])ut this action 
by the firm was to ])revent additional losses. Had Smith 
subsequently to this allegi'd closing, deposited additional 
collateral in comjiliance with the lirm’s demands, his ac¬ 
count no doubt would have been thrown open for further 
trading. As we liave shown hereinbefore, the four Smith 
accounts were carefully ruled at I)(‘cember 31, 1919, and 
interest charged in I)ec(*mb(‘r and the balances brought 
down at that time, and further, that interest was charged 
in January, 1920. It seems clear that if the petitioner 
had regarded tliose a(*couuts as woi'thless at any time prior 
to December 31, 1919, he would liave made the actual 
charge off within 1919 instead f)f bringing forward the 
balances at that date and charging the accounts with in¬ 
terest and carrying charg(‘s for the montli of January. 
(Vrtaiidy no more bookkee])iug effoi't would hav’e been re- 
(piired to effect a charge' off than was reepiired to bring 
down these balances and make additional entries. It is 
true that the accounts contained collateral securities in the 
form of Liberty Bonds which might have prevented the 
closing of these accounts, but as the testimony shows, and 
it is a well known fact, the* value of Libertv Bonds 
20 changes only slightly from month to month, there¬ 
fore these bonds coidd have been as easilv disposed 
of in 1919 as in 1920. 

The petitioner cites the Appeal of Mason Machine Works, 
3 B. T. A. 745, in which case the certain bad debts were 
charged off on the books as of December 31, 1918, after the 
books had been closed for the year and ruled down. The 
facts of that case are clearly different from the facts in the 
instant case. It seems that in that case the petitioner 
charged off a certain debt after its books had been closed 
and the entry was made as the first entry in 1919 dated De¬ 
cember 31, 1918. In that case the Board held that there 
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was a suhsfanfial compliaiico with the requirement that 
the amount lie elinr^ed off within the taxable year. Tn this 
case, the actual charii:(‘-ofTs were made on March 16, 1920 
and were so dated. They do not purport to be as of De¬ 
cember .31, 1919, finthermore the balances as actually 
charc:ed otT include interest for January, 1920. If these 
accounts had been charired otT as of December 31, 1919, 
and includ(‘d in the* business for that year, although the 
physical act of charji^e-otY was not jierformed within that 
year, but within a reasonable time thereafter, there would 
have b(‘en a sufficient compliance with the statute. Appeal 
(tf A. O'. Hlach’ie, ef (if., 2 I>. T. A. 747. But that is not this 


ca se. 


('onsiderini!: the clear and unmistakable [irovisions of the 
statutes the deci(h*d case's the*re‘uneler, anel the testimony 
aelelue*e‘el at the* he*arimi’, we* aie* e)f the opinie)n that there 
has not been a suflie'ient cennpliaiu'e with the ])rovisions of 
Sectiem 214 (a) (7) to wai’i*ant a ceine-lusion that these 
eh'bts were' ase*ertaine'el te) be' worthless anel charged 
21 olT within the taxabh' ve*ar 1!>1!1. The' lnielinu:s e>f the 
re's)>onelent with re'spe'ct te) this issue are affirmed. 
The se'cond <jue'stie)n raiseel by the' ])leadin.e:s is whether 
the jK'titioner, who has bee'ii compelled to ])ay not only his 
pro rata share of the ])artnership’s inelebteelness upon dis¬ 
solution, but the pro rata share e)f his ])artner, is entitled 
to deduct his partner's share in the computation of his in¬ 
dividual taxes fe)r the vear 11119. 

Tn the return of the' ])artnershi]) for the year ended De¬ 
cember 31, 1919, a ele'eluction of $96,224.07) was claimeel as 
bad debts of the ])ar1nershi]), which amount consisteel of 
the totals of the Smith acce)unts hereinabove referred to, 
the .$63,0.38.20, anel the fe)llowin.i*’: 


W. (\ (hinnin.i*ham .. $17),448.49 

J. II. Me'Govern . 5,978.84 

Sam I. Perlman. 9.34.00 

Blaiselel, guaranteed . 3,425.28 

Syndicate Account. 1,.500.00 

Newark Losses. 5,899.24 


$33,185.85 

As has been stated hereinbefore, the respondent disal¬ 
lowed the sum of $63,038.20, the amounts of the Smith ac- 
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counts, because these accounts liad not been found to be 
worthless and charged ofT witliin the vear 1919, but he did 
allow, for reasons which we do not know and which are 
not material to the proper consideration of the issue raised 
here, the sum of $33,185.85. The Newark losses of $5,899.24 
included in the sum allowed by the respondent, having been 
borne by ^liller, the manager of the Newark office, in ac¬ 
cordance with the partnership a.i>reenient, we must reduce 
the sum of $33,185.85 by that amount in arriving at the 
figure which raises the present issue in controversy, 
22 or the amount of $27,28r).r)l. Of this latter amount 
the respondent has allowed the petitioner to deduct 
thirty-five fifty-fifths in the computation of his individual 
income for the year 1919, leaving a balance of twenty-five 

fiftv-fifths which would ordinarily be deductible bv Muller 

» • » 

as his share of the losses of the New York office. It is well 
to point out at this juncture that there is some conflict in 
the record as to whether Mullei-’s |)ercentage was 20 per 
cent or 25 per cent—the testimony shows 25 per cent. The 
petitioner contends that he should not only be allowed to 
deduct thirty-five fifty-fifths of $27,280.01 in the computa¬ 
tion of his ])ersonal income for the year 1919, but that be¬ 
cause of the failure of Muller to bear his i)ortion of this 
loss, he should be permitted to deduct an additional twenty- 
five fiftv-tifths, or Muller’s share. 

Because of the indefiniteness of the ])leadings we are 
not certain whether petitionei- relies ni)on subsection 4 or 
7 of Section 214 of the Kevenue Act of 1918; we must, there¬ 
fore, first determine whether this alleged loss is an ordi- 
narv one incurred in the trade or business and therefore 
deductible under the provisions of subsection 4 of the Act 
aforesaid or whether it is a debt and gov^umed by the pro¬ 
visions of subsection 7, of that Act. 

Section 214 (a) (4) of the Revenue Act of 1918 is as fol¬ 
lows : 

(a) That in com])uting net income there shall be allowed 
as deductions. 

####**# 

(4) Losses sustained during the taxable year, and not 
compensated for by insurance or otherwise if incurred in 
trade or business. 
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The word ‘Moss” lias lioen variouslv defined to mean 
“dejirivation, etc.” Vol. o ITo/v/n and Phrases, 1st Series 
4232. Webster’s Dictionary defines the word “loss” 

23 to be: 1. State or fact of beinu: destroyed; ruin; per¬ 
dition; as, the loss of a vessel at sea. 2. Act or fact 

of siitTeriii" dejirivation; es]). unintentional partinii: with 
somethinji:. 3. Act or fact of failing: to win or utilize, or 
the resultinj? state; as the loss of a race. 4. That which 
is lost; specif., waste. The word “debt” on the other hand, 
has been defined to mean “that which is dne from one per¬ 
son to another, whether money, noods, or services; that 
which one person is bound to ])ay to another, or to perform 
for his benefit; that of which payment is liable to be ex¬ 
acted; due; obliiifation; liability.” And a.i»:ain it has been 
defined to include “any sort of oblii^ation to pay money.” 
The word “debt” has been defin(*d to mean “every claim 
and demand n])on which a jndi^ment for a sum of money, 
or directin.i>: the ])ayment of money, could be recovered in 
an action.” Volume 2 ITo/v/.v and I*hrases, First Series 
1864-66. 

A loss and a worthless d(‘bt mav nn(h‘r certain circnm- 
stances amount to the sanu* thim;- if the debt is char.Si:ed 
otf within the time pr(‘s(*i ibi‘d by th(‘ statute. U. S. ex rel. 
Bay, V. S. Affy v. Pitrfrr, ('ontmissitntf'r of Finance Idaho, 
19 Fed. (2nd) 541. 

It is a lifeneral rule of law that so lon.u; as a partnership 
continues one ])artner can not maintain an action at law 
against the tii’in or against a co-partn(‘r on account of mat¬ 
ter connected with the )>artm‘rship, and further that this 
disability continues until th(‘r(* is a s(‘ttlenient of the ac- 
counts between the ])artne]‘s althongh there may have been 
a dissolution of the partnership, but it has been held that 
if the e(|nivaleiit of a Judicial a(*connting has been had or 
an accounting is rend(‘red useless, a suit may be 

24 maintained without it. 20 K. L. 925. 

It seems clear to ns that althongh no accounting 
had been rendered between the partners here and that 
therefore an action at law in assnmpsit would not ordi¬ 
narily lie as between the partners for the amount of the 
existing obligation, such an accounting was utterly use¬ 
less in this case. At any rate, an accounting was never in¬ 
sisted upon by either of the parties, so far as we are able 
to determine. Therefore, it appears clear to us that when 
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the petitioner paid the obligations of the firm, the portion 
which should have been borne by his junior partner, be¬ 
came a debt as between them, and was recoverable by an 
action at law in assianpsif. Therefore, finding as we do 
that this is a debt, it is governed by the provisions of Sec¬ 
tion 214 (a) (7) of the Keveniie Act of 1918, supra. 

Let us therefore determine whether the two tests laid 
down by the statute have been complied with. It appears 
from the testimony that after dissolution of the firm, Mul¬ 
ler was employed by another brokerage firm as a clerk, 
with which firm he was employed at the time of the hear¬ 
ing. In 1920 petitioner tried to get an understanding with 
him but failed to do so. In 1923 ])etilioner endeavored to 
collect something from Chiller, which resulted in bank¬ 
ruptcy for the latter, but petitioner failed to recover any¬ 
thing. At the time of dissolution it ap])ears that no agree¬ 
ment was made between the j)etitioner and Muller for the 
settlement of the firm’s debt. It further appears that the 
petitioner was making an effort to recover from 
25 Muller up to 1923, when the latter was forced into 
bankruptcy. If this d(‘bt became worthless in 1919, 
we are unable to find anv satisfactorv evidence of that fact 
in the record. The record is wholly silent with respect to 
the question of an actual charge off. 

Finding that the amount of the fii*m’s obligations paid 
by the ])etitioner which should have been borne by Muller 
created a debtor-creditor I’elationsliip between them, and 
believing as we do that the evidence does not disclose the 
ascertainment of the worthlessness of this debt, nor the 
charging off thereof within the taxable year 1919, we are 
of the opinion that the deduction claimed is not allowable. 

Reviewed bv the Board. 

Judgment will he entered for the respondent. 

Trussell, (Jreen and Ariindell dissent on the second point. 

Xow, August b, 1928, the foregoing Findings of Fact and 
Opinion certified from the record as a true copy. 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

T 

Clerk U. S. Board of Tax Appeals, 
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26 United States Board of Tax Appeals, Waslungtoii. 

Docket No. 5903. 

Ambrose D. Henry, Petitioner, 

vs. 

Commissioner of Internal Revenue, Respondent. 
Order of Redeierminatuni. 

Pursuant to the Board’s tindin.i»s of fact and opinion, 
promulgated October 29, 1927, it is 
Ordered and decided: That, upon redetermination, there 
is a deficiencv for the vear 1919 of $5,450.59. 

(Signed) * LOOAN MORRIS, 

Member, ignited States Hoard of Tax Appeals. 

Dated Washington, D. (\, October 29, 1927. 

Now, August 6, 1928, the foregoing Order of Redetermi¬ 
nation certified from the record as a true co})y. 

[Seal U. S. Board of Tax Appeals.] 

B. 1). (JAMBLK, 

T., 

Clerk r. S. Board of Tax Appeals. 

A true copv. Teste: 

B. 1). GAMBLE, 

Clerk r. S. Board o/ Tax Appeals. 

27 Filed Apr. 14, 1928, United States Board of Tax 

Apjieals. 

United Stat(‘s Board of Tax Appeals. 

Docket No. 5903. 

Ambrose D. Henry, Petitioner, 

vs. 

« 

Commissioner of Internal Revenue, Respondent. 

Notice and Service of Petition for Review. 

To the General (’ounsel. Bureau of Internal Revenue, 
Washington, D. C. 

Sir : 

You are hereby notified that on April 14th, 1928, a peti¬ 
tion for review by the Court of Appeals of the District 
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of Columbia of tlie Board decision and determination in the 
above entitled appeal was tiled with the Clerk of said 
Board, and a true copy of said petition is herewith served 
upon von. 

CAMDEN R. McATEE, 

Attorney for Petitioner, 

Service of above notice and receipt of copy of petition 
acknowledi^ed this Kith dav of April, 1928. 

(S.) ‘ C. M. CHAREST, 

H., 

Attorney for Respondent, 

28 United States Board of Tax Appeals. 

Docket No. 5903. 

Ambhose 1). Henry, Petitioner, 

vs. 

Commissioner of Internal Revenue, Respondent. 
Stipulation of Jurisdiction. 

It is stipulated and a,i»reed by and between the parties 
hei-(‘to, by their attonu^ys, that the decision of the United 
States Board of Tax Appeals in the above entitled cause 
may be reviewed by the Coiii’t of Ajipeals of the District 
of Columbia. This agreement is filed pursuant to Section 
1002(d) of the Revenue Act of 1920. 

(S.) (^AMDEN R. McATEE, 

Attorney for Petitioner, 
(S.) V. M. CHAREST, 

M., 

Attorney for Respondent, 

29 In the Court of Appeals of the District of Columbia. 

No. —. 

Ambrose D. Henry, Apiiellant, 

V. 

David 11. Blair, Commissioner of Internal Revenue, Ap¬ 
pellee. 

Petition for Review, 

Petitioner appellant, Ambrose D. Henry, being aggrieved 
by a decision of the United States Board of Tax Appeals, 
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(hereinafter called the Board) dcderniining an additional 
income tax of $r),4.‘)().,j0 for tin* calendar year 1910, against 
him on (tctoher l!!>, in the A])|)eal of Ambrose D. 

Henry v. (’oininissicnier of Internal Bevenne, Xo. 5903, on 
the (locked of said Board, h(‘i’(*in res|K‘ctfnlly submits his 
petition for r(‘vi(‘\v thineof by the (5)nrt of Appeals of 
the District of Dolnnibia, ])in-snanl to stipnlation of the 
parties fil(*d with the (M(‘i‘k of said Board that said review 
shall be bv this ('ourt, and for cause states as follows: 

30 1. Apptdlant now and at the times herein men- 
tion(‘d is and was a cltizini of the Tnited States and 

a residmit of the State of X(‘W York and prosecutes this 
])roc(*eding in his own right. In th(‘ calendar year 1919 ap¬ 
pellant was seiiico’ pai'tner and its financial backer in the 
partnershi}> of Ibniry Ib’others and Donipany, trading as 
a stock brok(‘ra.ge business with onic(‘s in Xew York City 
and Newark, X(‘W .lers(‘y. 'flie othiu* partners were C. W. 
Muller and John (J. Miller. Ay)pell(‘e is and was the duly 
appoint(‘d and (lualilie^l ('oinmissioinu’ of Internal Revenue, 
and is joined her(‘in as app(‘lle(‘ in said ofticial capacity. 

2. Und(*r S(‘ction 224 of the l\(‘venne Act of 1918 said 
partnership of Henry Brotlnu’s in the year 1920 duly bled 
its partnershi]) return for th(‘ cahnidar year 1919, and 
therein re])orted its gross income and the deductions al¬ 
lowed by said Act, and tin* distributable share of each part¬ 
ner in the resulting lU't income. In said return the partner¬ 
ship under Section 214(a) of said B(‘venue Act did deduct 
as bad debts the sum of Jr9(),224.05, b(‘iug d(‘bit balances 
owing by its customers at tlu‘ end of th(‘ calendar year 1919, 
and a.scertained to be worthless and chai’gvd off in said 
vear. 

3. Hnder S(‘ction 218 of said Beveiiue Act, in his indi¬ 

vidual return lih*d in 1920 for the calendar year 1919, 

31 a])])ellant included his distributable share of the net 
income of said partnership, as disclosed by its said 

return. 


4. Appellee did thereafter examine the aforesaid returns 
to determine the correct amount of the tax of api)ellant for 
the year 1919 and, concerning the said deduction by the 
partnership of $96,224.05, allowed same only in the sum of 
$33,185.85 on the ground that the last firm transactions with 
the debtor customers occurred in the year 1919, and dis- 
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allowed the balance of Ji^(>r),038.20 on the ground, so far as 
appellant is advised, that collateral in said accounts was 
not sold by the ])artnership until in the year 1920, and 
which sales were erroneously concluded by appellee Com¬ 
missioner to be transactions with said customer. By said 
disallowance apj)ellee Connnissioner increased the partner¬ 
ship net income and distributive share of ap|)ellant therein 
to be reported in his individual return, and thereby deter¬ 
mined and proposed against appellant a deficiency or ad¬ 
ditional tax of $r),4r)0.r)9 foi- the calendar year 1919 by 
official letter of July 9, 192."). On receipt of said letter 
appellant appealed from its findings to said Board within 
sixty days thereafter, and, after issue was joined and said 
appeal was heard on October 27, 192(), said Board 
32 by its decision promulgated on 0('tober 29, 1927 (in¬ 
cluding several dissents) i-(‘d(‘t(‘rmined and approved 
said determination. 

5. Appellant states said partmu-ship stock brokerage 
business was operated nnd(*i- the rules and customs of the 
New York Stock Exchange, that same ]n’os])ered in the 
earlier montlis of 1919, but on or about November 14, 1919, 
the partnership was obliged to and did permanently and 
definitelv discontinue its business because of financial re- 
verses sufTered from a severe decline in the market and 
over-extended margin ac(*ounts of customers, and said busi¬ 


ness was never resumed. That said ])artnership in its 
business opened certain trading or margin accounts with 
customers whereby on deposit of funds or collateral secur¬ 
ity required to be maintained for said purposes the part¬ 
nership purchased designated s])ecnlative stocks for the 
account of the customer. That whenever the partnership 
required additional security and tin* customer failed to 
provide same after notice to him, the partnership was au¬ 
thorized to sell the sjieculativ(‘ stocks carried for his ac¬ 
count and to apply the collateral toward payment of any 
resulting debit balance. That, on sale of speculative stocks 
with a resulting debit balance of the customer in excess of 
the collateral, said collateral becomes the property 
33 of the partnership free of all claims of the customer, 
and is retained in the customer’s account for con¬ 


venience until delivered by the ])artnership to purchasers 
thereof. That the partnership through its margin clerk 
determines whether additional collateral should be required 
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of a customer under the alternative of having liis account 
closed out, and wlietlier said account was closed out, and 
the tradinji: transactions of anv business dav do not reach 
formal entry in the permanent books until one or more 
days thereafter in the usual course of business. 

(). The bad debts disallowed the ])artnership by appellee 
Commissioner as aforesaid in the amount of $113,038.20 rep¬ 
resent four customer debit balances on separate trading 
accounts of one Smith. On or about November 14, 1019, 
at the suggestion of its margin clerk, the partnership de¬ 
manded additional collat(*ral security on his accounts, and 
after Smith did not provide same, closed out said trading 
accounts through its margin clerk by sale of all the specu¬ 
lative stocks th(‘r(‘in. According to custom, the customer’s 
collateral, which on said closing became the property of 
the jiartnershi}), was left in the said Smith account for 
subse(pH'nt actual d(*livi*rv when sold by the partnership. 
On or about Novembei’ 17, IJMO, the employees of the i)art- 
nership were dischai’ged and its books were sus- 
34 pended th(‘reafter excei)t for nominal entries and 
were m‘Ver closed. All th(‘ debit accounts originally 
deducted in its return as bad debts were ascertained to be 
worthless and charged olT by the partners in the calendar 
year 1919, but entri(‘s of same on the partnershi]) books, 
including credit of the market value of anv former col- 
lateral were not made until Mai'ch, 1920, when the [lartner- 
ship return was i)repai‘(‘d. The debit balances constituting 
the bad debts of $()3,()3S.2() here involved were in effect 
charged off of the ])artnei’shi]) books when the cards on 
which the several accounts were carried by the margin 
clerk were made inactive and d(‘tinitely removed from the 
live or good accounts by said margin clerk in 1919. No 
])art of said d(‘bit balances was subse(iuently recovered by 
the partnershi]) or by appellant. 

7. In the li<|uidation of the partmu'shi]) ujion its business 
being discontinued, apj)ellant was obliged to borrow $75,000 
to meet the linn obligations of himself and Muller, his part¬ 
ner, including a special item of $10,000 owed by Muller to 
the lirm on his own margin account and as guarantor of 
a customer account. In 1919 appellant ascertained these 
debts of Muller were worthless and charged same off, and 
subsecpiently has recovered nothing from ^fuller, although 
forcing him into bankruptcy in 1923. 
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35 8. Ill his original and amended petitions before 
the Board, appellant elainied the ai)pellee Commis¬ 
sioner errcnl in law and fact in disallowing the alleged bad 
debts as a deduction from ])artnershi]) gross income in com¬ 
puting its distributable ItHt) net income, and as a deduction 
from gross income of ap])ellant in comjmting his net in¬ 
come, and further likewise erred in denying to appellant 
the deduction from his gross income of the Muller part of 
the obligations of said ])artnershi]), which a])pellant paid 
and did not recover from Muller, and $10,000 lost by Muller 
in his trading account and that of a customer. Said deduc¬ 
tions, claimed and asserted as aforesaid before said Board, 
were denied, after hearing by its tindings of fact, opinion 
and tinal tax determination, all as made of record on Octo¬ 
ber 29, 1927. 

9. Your petitioner believes and avers that errors were 
committed by the Board, to his damage and i)rejudice, as 
follows: 

1. In decuding in sul)staiu*e tin* partnershi]) in computing 
its net income for the y(‘ar 1919 was not entitled to deduct 
from gross income customers’ bad d(‘bts iii the amount of 
$63,038.20, or any ])ait thereof, as deterniined worthless 

and charged otT in said year, and the appellant was 

36 not entitled to report as i)art of his gross income 
his partnershi}) shai'e of its net income com])uted 

with allowance of said deduction. 

2. In deciding appellant was not entitled in com])uting 
his net income for the year 1919 to deduct from his gross 
income his ])artner’s share of the firm losses, which he was 
required to and did pay, as a bad debt determined worth¬ 
less and charged otf in said year, or as a loss incurred in 
said year. 

3. In deciding appellant was not entitled in computing 
his net income for the year 1919 to deduct from his gross 
income losses of his partnershi]i which were incurred and 
sutTered in trade or business, and which he was recjuired 


to and did pay. 

4. In deciding the appellant, instead of the partnership, 
was required to ascertain and determine the alleged bad 
debts to be worthless and to charge same otl within the 
taxable year in order to avail himself of the deduction. 
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5. In deciding tlie of a])i>ollant to deduct his pay¬ 

ment of his partner’s sliare of the partnershii) loss is gov¬ 
erned by the law of partnerships. 

37 6. In tinding as a fact the several Smith trading 
accounts were merely suspended and not closed out 

in November, 1919. 

7. In finding as a fact said accounts would have been re¬ 
opened for additional trading on deposit of additional col¬ 
lateral. 

8. In not finding as a fact that in November, 1919, a sale 
was made of 600 shares of Republic Motors, a speculative 
stock in one of said trading accounts, to one Schatzkin in 
order to remove the stock therefrom, and same was deliv¬ 
ered to the purchaser in December, 1919, and in not finding 
2 shares of Burns Brothers stock and a scrip item of same, 
with a ready market value, were received by the partner¬ 
ship as a dividend for said Smith, and said receipt occurred 
after said trading account was closed out and was retained 
by the partnershij) as a credit to said account. 

9. In finding as a fact said Burns Brothers stock and a 
dividend on same wer(‘ cr(‘dit(‘d to said account instead of 
finding said credit was of the aforesaid scrip item and 

sale of said two shares. 

38 10. In not finding as a fact the several debit bal¬ 


ances of the Smith accounts, and ])articularly the 
second trading account, were to lu* reduced by the nominal 
interest and carrying charge entries made subsecpient to 
December 31, 1919. 

11. In not finding as a fact the first Smith account was 
closed in August, 1919, and the remaining accounts were 
closed in November, 1919, by action of the margin clerk; 
that the partnership books wei’e susjiended and inactive 
thereafter because of discontinuance of its business, and 
hence did not record said closing by the margin clerk. 

12. In not finding as a fact that, where the debit balance 
exceeds the collateral in same u])on the trading account 
being closed out, such collateral is thereby the absolute 
property of the broker and remains in the account as a 
memorandum until disposed of. 

13. In not finding as a fact that the collateral in the sev¬ 
eral accounts after same were closed was equivalent to 
cash because of its known market value. 
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14. In not finding the second Smith account contained 
no collateral. 

39 15. In not finding that appellant did not keep the 
partnershij) hooks, and that he only made the ad¬ 
mitted and disputed charge otT entries in March, 1920, for 
the purposes of preparing the ]uirtnership return, and that 
the partnershi]) hooks have never been finally closed for 
the year 1919. 

16. In other res])ects apparent of record. 

Wherefore your ])etitiouer ap])ellant i)rays that the 
aforesaid decision and determination of said Board en¬ 
tered against him he reviewed and reversed by this Hon¬ 
orable Court, and for such other and further relief as the 
Court mav deem meet and ])roper in the premises. 

AM BROSK D. HENRY, 

By CAMDEN R. ^^cATEE, 

Attorney. 

Camden R. AIcAtee, being duly sworn, de])oses and says 
that he is attorney for ])etiti()uer ap})ellant; that he knows 
the contents of the foregoing petition; that to the best of 
his knowledge and belief the statements therein are true, 
and that the assignments of (‘rror are well taken and in¬ 
tended to be argued. 

(^\MDEN R. McATEE. 

40 Subscribed and sworn to before me this 14th day 
of April, 1928. 

[SEAL.] ETHEL R. GUISE, 

Notary Public. 

Now, August 6, 1928, the foregoing Petition for Review 
with Stipulation of Venue certified from the record as a 
true copy. 

[Seal II. S. Board of Tax Appeals.] 

B. I). GAMBLE, 

T., 

Clerk U. S. Board of Tax Appeals. 
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Filed Jiilv 27, 1928. 

United States Board of Tax Appeals. 
Docket Xo. 5903. 

Ambrose D. Henry, Petitioner, 


V. 

Commissioner of Internal Pevenue, Kes])oiulent. 

Statewoif o/ Evidence. 

At the hearing of the above entitled ])roceeding on Oc¬ 
tober 27, 1926, before Hon. Logan Morris, member presid¬ 
ing, the following proceedings were had, evidence otfered 
and given, and rulings made by the Board. 

To maintain the issues on his ])art joined, ])etitioner of¬ 
fered evidence from witnesses and exhibits in snlistance as 
follows: 

It was admitted by tlie opening statement of the Com¬ 
missioner that the ])artnershi]), Henry Brothers and (^om- 
])any, for the taxable year 1919 took a deduction of $63,- 
038.20, and that same was disallowed by the C\)mmissioner, 
thereby increasing the income of })etitioner by reason of a 
distributive share from the iiartnershij). 

42 Ambrose D. Henry. 

I am Ambrose D. Henry, 1105 Park Avenue, New York 
City, and my business address is 111 Broadway, New York. 

1 am the taxpayer and in 1919 was in the brokerage l)usi- 
ness and a member of the New York Exchange. I was in 
business as a member of the firm of Henrv Brothers and 
Company. I was the senior member and the other mem¬ 
bers were John M. Miller, of Newark, New Jersey, who 
was our Newark member of the firm and Clarence W. ^lul- 
ler of New York. I was the tinancial backer of the firm. 

In November, 1919, the firm snlYered reverses due to 
overextension of accounts through the carelessness of one 
of my partners, Clarence W. Muller. We suffered very 
severe losses which wiped out practically our entire capi- 
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tal, or, rather, wiped out iiiy entire capital. The losses oc¬ 
curred ill November. 

At that time ^Ir. George C. Smith had four accounts on 
our books, only one of which was particularly active in 
Xov’eniber. The accounts were originally secured. The 
small accounts were secured bv Libertv Bonds to the ex- 

• ^ ft 

tent of $200.00 in Liberty Bonds in one account and $150.00 
in another. That was in the ‘‘0” and “B” accounts. 
43 In the Smith Account No. 1 there were about $5,- 
000.00 in Liberty Bonds. The George Smith Ac¬ 
count No. 2 sutTered the biggest loss. That was opened 
with a deposit of $10,000.00. He tendered a check for $10,- 
000.00. No securities were deposited as margin in that 
account. After the liipiidatioii in November, 1919, the big 
account, George C. Smith No. 2, showed a debit at liquida¬ 
tion of all securiti('s of $52,435.52. The George C. Smith 
No. 1 Account showed a debit of $8,409.73, the “O” Ac¬ 
count a debit of $1,771.05, and the “B” Account $421.90. 
The total amount of these balances is $63,038.20. It is 
this amount which was claimed as a deduction in the part¬ 
nership return and of which 1 claimed advantage in my 
oi'iginal return. In arriving at the debit balances just 
given the value of certain Liberty Bonds in the three ac¬ 
counts was deducted. In the George C. Smith Account No. 
1 $5,600.00 was deducted from the debit balance of $5,- 
870.92; in the “O” Account there was deducted $293.48 for 
which he was given credit; and in the “B” Account there 
was deducted $143.81. These credits all resulted from the 
sale of Liberty Bonds, but in each case as is the custom of 
brokerage firms they were covering our loans and were 
figured in practically all cash. On the big account, George 
(\ Smith No. 2 Account, there was deducted $207.67 which 


was the result of the sale of two and one-half shares 
44 of Burns Brothers scrip/ stock which had been re¬ 
ceived into the account on account of a dividend on 
stock which he had put u]) and had been carrying which 
had lieen sold. Before the smash occurred that was left 
and had a market value, that stock being dealt in on the 
Kxchange every day. The last speculativ^e transaction in 
the several accounts was, as to the George C. Smith Ac¬ 
count No. 1 on October 24th. On the “0” and “B” Ac¬ 
counts the last sale was made on November 14th; and on 
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the George C\ Smitli Account Xo. 2, tlie last sale was made 
November 17th and December 21)th. After selling the se¬ 
curities in the accounts and considering the Libertv Bonds 
in those three accounts, it showed ns there was a loss and 
that tlie loss had been snstjiined, and we had to have settle¬ 
ment on them so we called on him to settle. 

I have my original books. This is the ledger of the firm, 
the book of original r(‘coi*d, and contains the several ac¬ 
counts mentioned and which are here in controversv. I 

• 

identify these accounts and otTer them in evidence as Tax¬ 
payer’s Exhibits 1-A, 1-B. l-(\ 1-D, and ask leave to file 
])hotostat copi(‘s of same instisnl of filing the original book 
as an exhibit. 


(The exhibits wmv* here identified and received in evi¬ 
dence, with leav(‘ to withdraw tlu‘ original and substitute 
photostat coj)i(‘s, and wrn’e made part of the record.) 


45 In the Account of Geoige (’. Smith Xo. 2 is an entry 

of t)0(l share's of Hepnblic Motors at 50, or $50,000. 
The transfer or sale of this stock was made in November 
when the account and the firm itsc'lf was practically without 
monev, without anv funds. It was made* for Mr. Schatzkin 
with whom Mr. Smith was asse)e*iate*d. We fe>nnel we hael 
this stock anel there was ne) market for it. We said, ‘‘We 
will take that stock otT vonr hanels at 50”, and he said “all 
right. We conlel not elo it right away because we could not 
get out a loan on it. We* conleln’t make the elelivery then 
because conditions were such we hael to carrv the loan and 
we were trying to maintain a stitT ui)])er lip and not admit¬ 
ting to our frienels that we were stra])pe*el. It was not neces- 
sarv to aelvise Mr. Schatzkin of that as our loan had been 
previously maele. De*livery was maele on December 29, 
1919 and the entry e)n the be)e)ks was made on March 4, 1920, 
when I pre])ared my incenne tax return. As a matter of fact 
I was so tied up with taking care of my affairs all through 
those months that no actual close bookkeeping took place in 
the books. 


When I handed in my tax return, by that time I had prac¬ 
tically made mv connection, the entry was made and the 
books cleared uj). The actual transaction was made on 
December 29, 1919, and the sale was made in November. 
The firm was strapped in substantially the latter part of 
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Noveni!)tM*, and Hk* IraiislVr was made in December, 
4() about (diristmas time. 

I found on about Xovember 14tli the firm had suf¬ 
fered its losses and at that time there was owing by Mr. 
Smith about $()3,()()0. I advised him tlie day before the 
panic, before tlie stocks w(‘i‘e closed out, of the condition of 
Ids account. I called on him for additional margin, which 
was customary on those things. 1 called on him because 
I could not put any more money, lie said he couldn’t put up 
any money and 1 said, “Yon have got to or we will sell out 

vour stock. Thev must b(‘ sold out todav because I can’t 

• • • 

carry them”. I had to do that, olhei'wise 1 would have to go 
to the wall because 1 told him “ I can’t put up the margin to 
carry them into tln‘ various chann(‘ls they must go, so that 
they must be sold out”. Ih* said, “1 can’t protect them”. 
The stocks wei-e sold at those lignr(‘s. 

4’he sale of stock and the Lilu'rtv Ilonds and Burns 
Brothers stock did not and would not coven* the losses. Re¬ 


ferring to the speculative* ae‘ce)nnls e)n whie'h Liberty Bonds 
were ])ut up, I eliel ne)t ce)nsiele‘i* the Liberty Bonels as specu¬ 
lative. That was never in mv minel; it never bothered me 
whether their tlnctnations we*re‘ up e)r ele)wn. It did not 
alTect them one way e)i* the* e)ther. The lU'cessity of selling 
the securities at that time* was te) i)i*event there being a 
further loss or te) prevent the e*hances of a further loss in 
these prices. It was all 1 ce)nlel elo about taking care of 
paying my ele*bts. If the*y hael gone down much 
47 further I wonlel be in ele*bt. The Libertv Bonds w^ere 
not solel. Thev elon’t tlnctnate much in a month or a 
year. There was no pi*actical elilTe‘i*ence in the amount that 
was e)weel, a few ele)llars e)n the $(), r )() 0.()0 worth of Liberty 
Bonds. 


After we solel the* spe*cnlative* ae*e*e)nnts we took up with 
Mr. Smith the matle*!* of the* Jjiberty Bonels remaining and 
told him they wonlel have* to be* li(inielat(*el, there was no 
other way. AVe wonlel have* te) cle)se* out his accounts, and 
they were closeel e)ut. This was iii November, 11)19, and I 
was trying to settle the e)wnership of the Liberty Bonds and 
get possession of them. 

In November, 1919, his account showeel, after giving Mr. 
Smith credit for the value of the Liberty Bonds a debit 
against him and that he owed us $fi.3,()00. and those Liberty 
Bonds then became ours. We said “You have got to put 
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Dp the margin or we will elost* oiil llie aecounts”. The ac¬ 
counts were closed out. W lial was done was that we said, 
“Yon owe ns that amount ot* ahont $(>!),000.00, less ahont 
$0,500.00 of Liherty Bonds. Von have ^ot to pay it. If you 
can't pay it W(* have not to sell the things.” They were ours 
then. He said he couldn't do anvthinn. 

1 am not now a member of any Stock Kxchanne, but at 
that time and for two years ])ievions had been a member of 
the New York Stock FiXchanne. The custom of a broker’s 
lionse with retVi-ence to collatm'al dei)osits such as these 
LibertV Bonds is that when an account is anainst 
4S the house and wi* c*los(‘ it out, the securities become 
absolutely tli(‘ pr(»|M‘rty of the brokerage lirm. lender 
the ani’eemeiil with Mi-. Smith, enstinnary with every cus¬ 
tomer of a brokma.nc house, W(‘ n<>l jiossi'ssion of the Bonds. 
The custom is that a cnstonun* n'ives th(‘ broker the ri^ht to 
use th(‘ colIat(‘ral which hi* jnits up in loans to carry the ens- 
tom(‘r's stock or to borrow money up to what the customer 
ow(‘s. That was true in this ('as(‘, so that these Liberty 
Bonds, (*v(*n prior to tin* dati* of closiiin them out, were 
availabh‘ for ns to juit up on loans and to carry onr loans, 
and aft(‘r that 1 know that evm-y sinnh* thinn that we had 
in the bnsimxss was up in h<»ck and these Bonds were up in 
hock, if yon will excuse* that exprc'ssion, but they were put 
up in loans. In Xovendx*!- and I)ec(‘mber the Liberty Bonds 
had a readilv asci‘rtainable* market value which could be 
ascertained by tin* ILxchan^iie price in any mornin<»: paper, 
and their tlnctindion at that time was comparatively small. 
Their value was so asci*rtain(*d and ci-edited to Mr. Smith’s 
accounts in makinir up the balance's eiwini*- by him. 

Mr. Smith was sort of a Se‘e*re‘ta]-v to .Mr. Schatzkin. He 
was a cennbinatiem eif me‘sse‘ni»e‘r anel se'cretarv and Mr. 
Se-hatzkin was a lar.i*e‘ manipulate)!- at that time. Before 
.iroinii: inte) this ace-eiunt with .Mr. Smith 1 nnelerstooel he was 
doinij: these transactieins e'ither feii- eir nneler the directions 
of Mr. Schatzkin. We hael no written understanding 
4t) e>f that, but my impi-ession threin^h my partner was 
that he* was Mr. Schatzkin's rinht-hanel man. Snb- 
seepie'iitly that was elenieel by both of them. I took the mat¬ 
ter u]) with both of them. 1 have maele a snbseepient inves- 
tijj:ation of his tinancial resources and other standing and 
find he is in the automobile business, a salesman, appar¬ 
ently, ekeing out a very small living. At no time since 1919 
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was his position such tliat I knew it perfectly until I dis¬ 
covered that he was not a re])resentative of Mr. Schatzkin 
and had no money. I knew then the chance of getting back 
any money was nil. I employed no attorney because I had 
no money to engage a lawyer to try to do something which 
I felt was very (piestionable because I knew Mr. Smith 
would probably contest the matter a good deal on the 
ground that my partner, Mr. Muller, had not followed his 
instructions, and, conse(iuently, some of the losses were 
rightly his, and he is in no position to stand any loss. I 
made these investigations in the year 11)19. 

When the firm found itself embarrassed ^Ir. Muller was 
indebted to the lirm in the ainoiiiit of $10,()()().()0 on his vari¬ 
ous accounts. In this book is the C. W. Muller Account, 
carrving a debit at the end of 11)11) on one account of 
$7,172.07. 


(By agreement this account was here offei'ed in evidence 
as Exhibit Xo. 2.) 


There was another small account of Mr. Muller’s and sub¬ 
sequently he went into l)ankrn])tcy, but I tried to col- 
50 lect from him what he owed, knowing that he prob¬ 
ably would go tlii‘ongli bankruptcy proceedings. 

The partnership interi'sis in 1911) were 35% for myself, 
25% for Muller and 40/r for Milho’. The total loss of the 
partnershij) in controversy is $03,()()().00 and $35,950.29 of 
same represents the partnership interest of witness in this 
loss. Of the loss of $03,000.00 in controversy, 1 ))aid the 
amount allocated to Mr. Muller upon the basis of the part¬ 
nership interest. 

After November 14, 1919, and the tinancial smash, the 
partnership was engaged in inactive business until the end 
of the year. On November 17, 1919, T was convinced that 
my capital was all gone. Th(‘ only other asset of a broker 
is his clientele, and 1 saw I would have* to make a connection 
with a lirm on the basis of the business I could take to that 
firm, and went to work to do this, in the meantime holding 
my accounts together in the office, undei* my name. 1 bor¬ 
rowed $50,000. to carry the accounts and my etfort was to 
keep what was left intact so I could carry it over in a block, 
which I ultimately did in March to the lirm of Johnson and 
Wood. My other i)artner, Mr. Miller of Newark, gradually 
took his Newark accounts to Barber and Company; and 
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Clarence Muller, wlio was only a business getter, took what 
he had to Kerr and Company, and is there now as a clerk. 
8o when you ask whether iny business was actively engaged 
at that time, it* anv of mv customers wanted a chance 
51 to invest, or buy, or sell, I accepted and executed the 
order, but 1 didn’t have money enough to be actively 
engaged and my whole idea was to li(piidate the accounts, 
getting the accounts of Mulhu* and Miller out, and bringing 
it down to a point where I owed nobody anything and had 
nothing left myself, which was the condition when I made 
the connection. I had nothing left but my name and my 
clientele. 


After the middle of XovemlKU’, Itlltt, as to keeping my 
books in order and closing them np, I kept them myself. 
1 kept enough clerks to settle things up. I let a great many 
junior clerks go. 1 k(*])t one or two to keep my accounts 
and just in order to do this very work of gradually liquidat¬ 
ing without giving to the world that 1 was practically insol¬ 
vent. I was solvent because I could pay all my debts, but 
1 had practically nothing h‘ft. I had to keep a certain num¬ 
ber of clerks in ordin* to keep going the business I had. My 
Newark othce, in charge of Mi*. Miller, k(‘pt doing business 
and thev were doing more of a business than the New York 
office. 


In the partnershij) return bad and worthless debts in the 
amount of $96,224.05 wer(‘ charged otf, and I bore all of 
this loss including the share of Mr. Muller. 


On cross-examination: 


Henry Brothers and (’ompany is not in business 
52 and was wiped out in March, l‘)20. Everybody went 
out bv mutual undei'standing and voluntarv dissolu- 
tion, each of us going out of the ollice into our own line of 


business. There was no jinblieity concerning its financial 


reverses either in 1919 or 1920. Mr. Muller and I took 


certain clients away from the linn to our new connections. 
Mr. Miller, the Xewai’k iiarlner with an office there, took 
care of and develojied the Newark business. In January, 
1920, after the collaps(‘ of the tirm in November we decided 
we could not go on and he said he would go out and make 
a new connection and went to work with a new concern in 


January, 1920. My two partners went out on their own 
hook as soon as they could make a connection and each one 


A. D. HENRY VS. DAVID BURNET, COMMR., ETC. 


33 


looked after his own afTairs. Mr. Muller went as a clerk 
early in 1920 with Kerr and CV)inpany. We had no under¬ 
standing at all as to refraining from going to certain clients 
in connection with our new business. In explanation of the 
division of clients among us .Mr. Miller had his own clients 
in the Newark otlice and connections with certain banks that 
gave him business. Those accounts were his and were con¬ 
trolled bv him and I could not say thev were mv accounts. 
Under the rules of the New York Kxchaiige, and a firm 
dealing on the Exchange is hound by them, two men cannot 
take the commissions from s(‘i)arate sj)ecified accounts, they 
must j)ool the commissions and then agree upon a 

53 division of same between them. We had such a pool¬ 
ing arrangement in our partnership and when we 

decided to dissolve each one of us was free to make his own 
arrangements and get new business, and hence could go to 
any of the clients of the j)artnershi]). In November, 1919, 
the financial distress of the j)artnershij) was known only 
among the partners. Some of our friends may have heard 
of it, but there was no outside api)earance or announcement 
about it. The only aimouncement was that the firm would 
dissolve. Each of the partners had an individual account 
with the firm. The partnersliip was formed in 1917. Mr. 
Muller opened his account about 1918 and this book goes 
back six months to July 1, 191t). At that time he was carry¬ 
ing 200 shares of Texas I’acilic and on July 1st there is a 
debit of $12,740.25, with a (U-edit of 200 siiares of Texas 
Pacific and 000 shai'es of Osage Nation. During the several 
months there were numei-ous transactions, but 1 do not con¬ 
sider this an active account as it wasn’t very large and he 
was sim])ly l)uying and selling. The largest debit 1 see is 
$24,000.00 with his securities against it. The account is a 
margin account and the last entry was on February 17th, 
1920, of 300 shares of Osage Nation. We had these shares, 
which were of no value, and at the close out of the business 
same were delivered to him. On July 23rd he purchased 
100 shares of International Petroleum and at that time he 
owed us $7,172.00. He gave the order as a member of the 
firm and the stock was ])urchased by the firm for his 

54 account. He was a full member of tlie partnership, 
receiving 25%, and went to Kerr and Company in 

January, 1920, and is now employed by their successor firm. 
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In 1923 lie went into bankrnjitcy. In Marcli, 1920, lie owed 
our partnership $7,100.00 on liis own account and had guar¬ 
anteed another account. It amounted to $10,000.00 all to¬ 
gether. I had to stand for what he owed the jiartnership 
as 1 was the only man with capital. He did not give me a 
note. I have tried to get some understanding hut iRwer 
could get anything. He never would have the money and 
put me in this iiosition and let me stay in it. I forced him 
into hankruj)tcy. I tried to get this $10,000.()0. He went 
into involuntary hankrujitcy and 1 tiled my claim for $10,- 
000.00 in 1923. Tluit $10,000.00 is not inciuded among my 
losses as I tigured that they were sutlicieiit without paying 
any attention to that. 

My description of Mr. Smith as Secretary and messenger 
and right-hand man represents the ditferent phases which 
he apparently went through. I thought he was Secretary. 
Mr. Schatzkin was a very large manipulator and a very rich 
man who lost a great deal of money at that time. I did not 
know that sales I was getting from Mr. Smith were not for 
Mr. Schatzkin. 1 thought he was in with Mr. Schatzkin on 
some of them, as being let in on a d(‘al. I knew Mr. Smith 
in 1917 when our lirm was formed and he was with Mr. 
Schatzkin when 1 tirst met him. .Mr. Smith was a client 
of our tinn through .Mr. .Mulhu*, who introduced him, 
55 and j)ractically all his orders were given to Muller. 

I don’t recall having gotten any orders from him. 
The Smith Account Xo. 1 was opened October 18, 1918. 

When our ])artn(‘rshi]) was dissolvi'd in .March, 1929, 
WuWrrv llnp |ii> lu»4-Trn Trrrmpy ; and that 

he ow(‘d me moin.iyv' i"’asked him about ])aying the indebt¬ 
edness of-tlTP"partnership and he said that he did not have 
anything to pay, and could not pay. In the j)artnership re¬ 
turn it api)ears upon the schedule in e.\])lanation of bad 
debts charged otT that John M. .Miller be responsible for 
bad debts from the Xeward accounts and that .Muller and I 
be responsible for New York bad debts. That was the under¬ 
standing, not made in 1920 but previously made in the jjart- 
nership when same was formed. 1 took up with ]\Ir. Muller 
payment of his share of the partnership loss in November, 
when I found his indebtedness. I found that he had been 
speculating and had lost money and owed money on his 
accounts and asked him how he was going to satisfy it, and 
he told me that he could not satisfy it as he had no money. 
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At that time his iii(le])tediiess was $10,000.00 apart from his 
share of the ])artiiersliip, and such indebtedness represented 
an indebtedness of tlie partnership. I had not figured out 
the total indebtedness of the New York office but only 
afi figured enough of the account to establish that they 
covered all the profits, any profits I made and more 
besides. 

In 1010 I tiled an individual tax return which did not show 
any tax liability. My gross income before any deduction 
was about $53,000.00, and my net income was about $448.00. 
My deductions were the partnership losses allowable to me 
under the partnership agreement, and about $4,000.00 of 
interest ])aid for borrowing certain bonds which had been 
added lo my capital from my sistei’-in-law. In computing 
mv 1010 net income 1 did not take anv deduction on account 
of the liability 1 had to meet for Mr. Muller because my own 
loss(‘s wer(‘ more' than sufficient to make me a non-tax- 
])ayer. I did not care to advertise anywhere any more losses 
than I actually sustained, and I was in no position to pay 

anv revenue tax. I had heavv losses instead of income and 

• » 

so long as I turned in a report which was absolutely truthful 
as to my income and was truthful to the extent of my losses, 
1 was satisfied to leave the rest of it out. 


A firm starts with a certain amount of capital with which 
to do business and as to such losses as our firm sustained 


through depreciation in accounts and losses in accounts, it 

is not necessarv to sav how von took care of it. All the 

• • • 

money goes out and you find yourself without any capital. 
Your cai)ital is entirely gone, the capital invested in the 
seat is entirely gone. 1 figured the losses from the 
57 caj)ital outlay that 1 had originally made in the part¬ 
nership. The amounts which I reported in the Gov¬ 
ernment rei)ort thei*e as losses, the various accounts, were 
actual loss(*s sustained and figured upon the books of the 
concern. Now if vou ask me how those losses were taken 
care of, I will sav that anvbodv who has closed their doors 
without owing anvbodv a cent, I will sav that it was settled 
by the turning over of all my capital of all kinds into the 
concoim to li(piidate the debt of Henry Brothers. That was 
the name of the firm. I was the onlv one whose name was 
Henry. I was the only Henry there, and my one idea was 
to keep that name in good repute and I put all the funds at 
my disposal into the pocket to pay the losses. I did it volun- 
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tarily from a sense of honor and good judgment which sug¬ 
gested me to do it. 

The last time I si)oke to Muller about making good to me 
on his account was a month or two months before he went 
into bankruptcy. I was peddling after him to pay a paltry 
little sum. I told him in or 11)2.3 that I would free him 
entirely fi-om wliat he owed me if he would give me $10,- 
000.00 that h(‘ owed on the books. I said I would let the 
other business go if he would give me $10,000.00. It was on 
that that he went into bankrupt(*y. 

The ])artners}iip claimed a loss of $1)6,000.00, and I paid 
that less the losses of the Newark office which were paid by 
the Newark partner in the amount of $8,800.00. Of 
58 the $1)6,000.00 deducted in the original report, the In¬ 
ternal Hevenue Man in the Custom House in New 
York allowed $33,000.00 of tlie losses. The losses were all 
itemized and Ik* allowed all of them exce])t these four ac¬ 
counts of (i. C. Smith. That was on tin* partnership return. 
In tiling the ]);irlnersliip return no deduction was taken as 
to the individual acconnl ot‘ Mull(‘r. I said $8,800.00 were 
the Newark losses, but the amount ot‘ these losses was $5,- 


891).24. I immediately made good to tin* ])artnership the 

Muller share* ot* its losses. 1 was the onlv one* who had anv 

• • 

money at all. 1 borrow(*d the money. I borrowed $50,000.00 
on Novemb(*r 17th and later on I borrowed $25,000.00 which 
I paid back before Mai’i'h. My s(‘at was sold. The books of 
the pai'tnership are not clos(*d yet. The loss was so com¬ 
plete that tlu*y are still just the way they were left there. 
The loss was absolut(*ly everything 1 had but about $5,000.00 
or $6,000.00. Idle losses of the ])artnership were, roughly. 


about $114,000.00. I arrived at this iigure immediately after 


the last transaction of November IS, 1!)1J), or about the first 


of December. I did not know what 1 was doing in those 
(lavs; 1 was nearlv wild. 

I talked with Muller about his individual ac(*ount in No¬ 


vember, at the end of November. His explanation was that 
he thought that he would be able to make good—that was the 
reason why he was ti’ading. I listen(*d to him. He did 
59 not say he expected to make it. He had traded in the 
account with the idea of making good his losses which 
he did not do. I gave orders after that conversation he was 
not to carry on his account. Concerning the last transaction 
to which mv attention was called on Februarv 7th, the 
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books will show that was turiiod right out on February 7th. 
I said, ‘‘What do you moan by owing me the amount of 
money you do and make a trade? You can get right out of 
that account” and the ledger will show it was delivered the 
same day. Who he got to take it I do not know. 

We did not have a formal mooting of the partners and 
determine that no partner was to carry on his open account. 
P]ach of us had a small trading account, never more than 100 
shares, and at the time Muller was a partner in the firm just 
the same as I was. 


The Smith Account Xo. 1 was opened October 18, 1918. 
The ledger 1 have here goes back to July 1, 1919. On July 
1, 1919 this account showed a balance of $159,640.38, and 
against same he had 2200 shares of Aetna; 410 shares Burns 
Brothers; 500 shares Marine jifd.; 700 shares National Rail¬ 
way of Mexico, 2nd pfd.; and $1400.00 Liberty or Victory 
Bonds; $950.00 IV 41 / 4 S; $2800.00 III 4s$2850.00 II 
It^s. At the end of July his debit balance was reduced to 

$98,000.00 against 200 shares Texas Pacific; 200 
60 shares Midvale; 200 shares Lentral Foundry; 

$1400.00 Liberty or X^ictory Bonds; 700 shares Na¬ 
tional Railway of Mexico; 400 shares Marine pfd.; and 10 
shares Burns Brotlnu's; $980.00 IV 4!4s; $2800.00 III 4^/4s; 
$850.00 II 4‘/|S. In Sej)teniber, 1919, he sold $25.00 of Burns 
Brothers script and made no purcliases. The account was 
closed out as shown by the ledger in August, 1919, and at 
that time showed a del)it balance of $13,778.00, less a credit 
of $850.00 II 4>/4 s; $2800.00 III 4i/,s; $950.00 IV 4 V 4 S; 
81400.00 V 4'’is; and $25.00 of Burns Brothers scrip/. The 
next page of the account showing entries in November and 
December, 1919, refers only to interest charged on the ac¬ 
count and bringing down his long on stocks. In January, 
1920, the Liberty Bonds were still carried down. The ac- 
count was hnally closed out on the books of the ledger on 
February 13, 1920, by sale of the Liberty Bonds amounting 
to $5,697.00. The balance was charged off to bad debts on 
March 16, 1920, when I made up the report. 

The second account was ojiened August 29, 1919, after the 
first account was closed, and was closed in November, 1919. 
The books show that all the active stocks in the account were 


sold by N^ovember 13, 1919, and the last entry of March 4, 
1920, shows delivery as of December 29th to J. S. Bache 
account of S. M. Schatzkin 600 Republic Motors at 50— 
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This cMitiy rDj)r(*si*nts that in November, 
()1 HMJt, when the tirni was absolutely strapped and there 
was no market for Kej)nbli(* Motors, Mr. Sehatzkin 
a;^n‘(‘d to lake over the bOO shares at bO. This was the only 
relief whieh Sehatzkin <rave to Smith. The entry signifies 
that th(‘ stoek was simt to d. S. Baehe at Sehatzkin’s direc¬ 
tion. Th(‘r(‘npon, the balance of the Smith Account was 
written off as a bad dt‘bt on March lb, 11)20, in the amount of 
$r)2,4Mb.b2. 'rhis account was not an open account but was a 
dead acconnl. owinij: the firm inonev in the amount of its 
debit balan(M‘. 1 n(‘ver had the books written ofT and have 
not .i**one t(» the ti-oid)le of making: an account in,”;. That ac¬ 
count is written off as a clos(‘d account. The losses had been 
sustained bel'oi'e, but the (mlrv is mach* on March 141h or 
March 17lh wIk'D 1 ma(l(‘ ont mv tax return. 

4’h(* third Smith Account, known as Smith No. “0”, was 
opene<I April 2.4, l!M!t, thronuh Mr. .Mnller by de]msit of 
$.‘’>00.00 of Libtnlv Bonds and tin* last entrv shows the sale 
of th(‘ Libert v Bonds on Febniai’v 1.'?, 1020, and that the last 
t radinii’secnrit it*s W(*i‘e ('los(*d ont November 14,1010. After 
sale of th(‘ Lil>erty Bonds on h'ebrnary 14, 1020, the debit 
balaiua* was ^LTyLO."), whi(‘h was chari;ed otT on March lb, 
1020. 

The n(‘xt account of Mr. Smith was opened March 17, 

l!M!h or about April 2.‘1, llMth by d(‘])osit of $17)0.00 

b2 of Libi‘rtv Bonds and was closed ont on Febrnarv 

• ^ 

l.‘b l!t20, by sail* of tin* bonds. After sale of same 
there was owinir <>n this account $421.00, which was chari^ed 
otT on March 1(5, 1020, tin* same as the other account. The 
last spe(*nlative ti'ansaction in the account was November 
14, 1010. 

Mr. Smith liv(‘s at 20() Hamilton Place, Hackensack, and 
as neai' as 1 can liinl ont is tinlav an automobile salesman; 
1 do not know whether it Is a salesman or not; 1 am not 
certain what it is but In* is trav(*lin'^ here, there and everv- 
wln*i-e ont of Detroit now. After the sale of the Libertv 
Bonds and afti‘r these various accounts were closed ont as 
of March lb, 1020, I saw Mi*. Smith. I had i^one to his house 
in Hack(*nsaek. I found him with a .i*-ood deal of trouble. 

His familv will sav he is not in and will not be home as ho 

• • 

is not ex])ect(*d for two or three days, but I have not believed 
that and have irone out there and found him. I called him 
up for the last time on last Monday and j::ot his wife. The 
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last time I called up and went over to TIackensack and found 
him at home was on Oolumbus Day of this year. I have 
nev’er had any understanding' as to his indebtedness. I have 
had a complete declination to ])ay, of his inability to pay, 
and his further statement that h(‘ felt he did not owe all of 
these things because my ])artn(‘r had failed to execute some 
of his ordei's. I do not sei* Mr. .Mull(‘rat all. lie will not come 
anywhere neai* me. I do not think Mr. Smith has gone 
63 through bankruptcy. I talked with Mr. Schatzkin 
about Mr. Smith’s account at the time or along after 
the loss and he said “1 had no idea Smith was trading in 
anv such wav as that.” This conversation occmrred in Mr. 
Schatzkin’s office at the mid of Xovember, 1919. I did not 
discuss anv other matters of monuMit but Mr. Schatzkin 
loaned me $25,()()().()() to put me tlii'oiigh so 1 would not have 
to assign. I paid that back in .March, H)2(), when 1 closed 
iij) everything and paid off my debts. In jiaying it off 1 made 
advances to Mi*. Schatzkin that he should take care of the 
Smith accounts and he said he had no interest in same what¬ 
ever. 1 said 1 thought he had an interest in the account in 
backing it and he answered “I have nothing whatever to do 
with it”. 1 got that imiiression from my jiartner, Mr. Mul¬ 
ler. The accounts were sejiaratidy designated; the No. 1 
account was an original account and we called on Smith 
to (piit when it had a small debit of $S,()()0.()(). He then 
started the No. 2 account by putting u]) $1 (),()()().()(). His 
theory was, as he told it to Mr. .Muller, there was $10,000.00 
to trade with, to buv stocks and sell them out the same dav, 
even if he bought them back the next day so as not to carry 
any stock. That was his understanding or instructions to 
Mr. Muller and in the early part of the transactions the ac¬ 
count shows that that was done. Later on when business 


became very active 1 could not watch them and he said j\Ir. 

Muller did not follow out those instructions, if he had 
64 them, and the result was that the account found itself 
in Xovember with a large amount of stock on hand 
and a market the bottom of which had fallen out. The $10,- 
000.00 was wiped out and an additional amount wiped out. 
Smith’s contention is that the ac<'ount ought not to have 
been allowed to run to that amount, but he had his state¬ 
ments so I do not think there is anything in that. The ac¬ 
count “G”, or Account ‘‘B” and ‘M)” are the accounts of 
two young girls for whom Smith was trying to make some 
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last time I called up and went over to Hackensack and found 
him at home was on (’olninbns Day of this year. I have 
never had anv nnderstandinii; as to iiis indel)t(‘dness. I have 
had a complete d(*clination to pay, of liis inability to pay, 
and his further statement tliat he felt he did not owe all of 
these thiiiics because iny ])ai*tn(‘r had failed to execute some 
of his ord(‘rs. I do not see Mr. Mnllio'at all. lie will not come 
anywhere* m*ar nu*. 1 do not think Mr. Smith has < 2^0110 

63 throni*h bankruptcy. 1 talked with Mr. Schatzkin 
about Mr. Smith's account at tin* time* or aloniij after 

the loss and he said “I had no i(l<‘a Smith was tradinj>^ in 
any such way as that." This convc'rsation occni'red in Mr. 
Sciiatzkin’s oflice at tin* (‘nd of Xovemb(*r, 11)19. 1 did not 
discuss anv oth(‘r matters of moment but Mr. Schatzkin 
loaned me $2o,()()().()() to put im* tlii'oni*h so I would not have 
to assig*n. I paid that back in .March, 1920, when 1 closed 
up everythim*- and paid off my d(‘bts. In ))ayin.i;- it off 1 made 
advances to Mr. Schatzkin that he should take care of the 
Smith accounts and he said lu* had no inter(*st in same what¬ 
ever. 1 said 1 thouj*ht he had an intere'st in the account in 
backing it and lu* answered “1 have* nothing whatever to do 
with it'’. 1 got that impression from my pai’tn(*r, Mr. Mul¬ 
ler. The accounts were sepaiat(‘ly designat(*d; the Xo. 1 
account was an original account and we called on Smith 
to (juit when it had a small debit of .^^S,0()().()(). He then 
startetl the Xo. 2 account by putting U]) $1 (),()()().()(). His 
theory was, as lu* told it to Mi*. Mnlh*r, thei*(* was $10,()()().()() 
to trade with, to buv stocks and sell them out the same dav, 
even if he bought tlu*m back the next day so as not to carry 
any stock. That was his understanding or instructions to 
Mr. Muller and in the early part of tlu* transactions the ac¬ 
count shows that that was doiu*. Lal(*r on wh(*n business 
became very active I could not wat<‘h them and he said Mr. 
Muller did not follow out those instructions, if he had 

64 tlu*m, and the result was that the account found itself 
in Xovember with a large amount of stock on hand 

and a mai’ket the bottom of which had fallen out. The $10,- 
000.00 was wiped out and an additional amount wip(*d out. 
Smith's contention is that tlu* ac'connt ought not to have 
been allowed to run to that amount, but he had his state¬ 
ments so I do not think there is anything in that. The ac¬ 
count “G”, or Account “B" and “0" are the a(*counts of 
two young girls for whom Smith was trying to make some 
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count, SO it is just cry-baby but it is enough to prevent him 
from voluntarily, even if he had any money, coming and 
paying us. 


Redirect examination: 

Muller was a cashier of mine; he had been in the office for 
a great many years in the old tirm of Henry Brothers com¬ 
posed of my brother, a Mr. Gordon and myself. He was 
with us six or seven years. His first partnership venture 
was in this tirm. When niv l)rother died I took his seat and 
it required somebody in the otlice, so Muller was taken into 
the firm. He develoi)ed quite an aptitude for getting cus¬ 
tomers which, unfortunately, resulted rather disastrously 
for the firm. 

In the first part of 1919 our firm made a great deal of 
money. All firms in the Street were doing such an enormous 
business the Exchange took an opportunity of closing for 
three days to let tlie brokers catch up. It was along in May. 
We were sometimes a week behind in getting the books 
posted up and balanced. Gommissions and business were 
very heavy. In our firm the division of* profits was for the 
first three months 50% to Miller; 40% to myself, and 10% 
to Muller. When Muller began to develop his busi- 
67 ness in Aj)ril Miller took 40%, I took 35%, and Muller 
took 25%. The Newark business was the individual 
obligation of Mr. Miller. Gommissions had to be divided 
on a fixed basis of business, but with losses it was different. 
1 have here a memorandum copy of my original return. It 
shows an income of $58,026.55 and a charge off of my share 
of the partnersliip debts in the sum of $53,314.00. This 
leaves me net $4,712.10, against which is deducted the inter¬ 
est on the $50,000.00 of bonds from my sister-in-law amount¬ 
ing to $4,260.00, leaving nu* a net income of $452.10. Allow¬ 
ing the personal exemption of $1,000.00 I had a debit balance 
of $547.90. The schedule of bad debts attached to the part¬ 
nership return shows my deduction was $53,314.45, which is 
the same deduction shown on my individual return. I re¬ 
ceived this communication on October 4, 1924, signed by a 
Supervising Rev^enue Agent and which assesses me an ad¬ 
ditional tax of $10,492.96, and offer same and the copy of 
my return as Exhibits in evidence. The Agent ^s letter 
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sliows tlie item appearing on my return of $4,712.10 and in 
addition to same $58,02().5r), and these are the items of in¬ 
come and deductions for l)ad debts shown on my individual 
return. The Kevenue Agent allowed the interest deduction 
of $4,200.00 taken on my original return. The j)artnership 
return discloses my individual income item of $4,712.10 but 
does not show the item of $4,200.00 as it was an indi- 
08 vidual deduction resulting from my getting money 
to put into the tirm and hence could only be found on 
my original return. 

I further otfer in evidtuict* as an exhibit the Revenue 
Agent’s letter of Xoveinlx*!- 2.'), 1024, which refers to the 

tax liabilitv of mv Orin. 

• • 

I further offer in evidence letter of the Agent of Deceni- 
l)er 10, 1024, which was received by me. The Agent’s let¬ 
ter of November 25, 1024, makes an allowance for customer 
bad debts of $.T1,185.85 on the ground that the last trans¬ 
action with the customer occurred in these* accounts in 1010. 
The Agent’s letter of December 10, 1024, distribut(‘s the 
allowance of $.^2,185.00 and allows $5,800.24 as Newark 
losses, dividing the balance of $27,280.01 betw(‘en Muller 
and myself. I received credit for .25'55 of same*, or $17,- 
,204.00, and the balance was allocated to Mulh*r, but was, iu 
fact, ])aid by Ambrose D. Henry, myself. We divided the 
partnership protits each month in 1010 and Mr. Muller drew 
out his share in the ])rosperous months and at the time of 
decline had no credits with the firm. 

In reply to the intimation of counsel for res])ondent that 
the Smith Accounts were long as to the Liberty Bonds, 
wlien same were sold in 1020, 1 would sav the accounts 
were not long. It is the custom of the Street when an ac¬ 
count is in debit and there is no eejuity in the account to 
consider all securities in that account as the ])rop- 
00 erty of the broker. He has the (*om])lete long on 
them. AVe have the securities. 22iev are in our 
loans and if there is no ecpiity in the account such securities 
are the ]>roperty of the brok(‘r. T testified on Direct PLxam- 
ination Smith had no ecpiity in any of these accounts in 
1919. After we have* determined there is no ecpiity the col¬ 
lateral is allowed to lie in the particular account. I’here is 
no reason for us making a sale and we do not take them out. 
We have to make a sale in order to establish a price. Tt 
would be unusual for a broker to sav the bonds are worth 
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so niucli today and wo will take them over and give you 
credit Tor same, so the bonds are invariably left in the ac¬ 
count. Accordingly, we left these collateral bonds in the 
account and the accounts constituted only a memorandum 
for onr guidance as we had determined there was no equity 
in the accounts. All of the bonds were collateral and there 


was no trading in same. They were already in our loans 
and as we did not have sufficient money to ])ay our loans at 
once we had to coax them along- and any money in these 
bonds was put np as collateral. 


Kecross-exami nation: 


If a customer o])ens an account and orders certain stock 
to be bonght and puts np sufficient margin the stock bought 
b(*loiig’s jo the customer. However, if the customer 
7t) puts up a $1,000.1)0 Lib(*rty Bond and buys 100 
shar<*s of steel at 140, when the steel goes down to 
]>ar h(‘ would ow(‘ the broken’ $‘2,000.00 and the collateral 
bond would b(‘ the pro])erty of the broker and not of the 
customer. It is not oni- bond until we have given notice to 
the custonnn- W(‘ will sell him out if he does not put up fur¬ 
ther collat(‘ral. If he do(‘s not ])ut up this collateral it is 
our bond to sell befoi-e we sell it. We do not sell stocks 


or bonds as to which the customer is long, unless the cus¬ 
tomer ordei's us to do so, and apply them to the account 
until there is a shortage or debit. We then give the cus¬ 
tomer notice wlnm th(‘ collateral or margin is wiped out of 
our purpose to sell it. T called on Smith for additional 
margin and gave him notice. AVe sold out his account after 


we had (*ai'i-ied him until T saw if the account was carried 


any furtlnu- 1 would not b(‘ able to ])ay the debits T owed. 
Sales in the account W(‘re made at the times shown by the 
book entries. 1 lii-st gav(‘ Smith notice* about the Sth or 9th 


of Xovembe*!-, and he told me to hold on he would try to 
protect the stocks. T did not agree to hold on but did hold 
on. I sold his stocks when 1 could not carry them any 
longer and lx* solvent mvself. 

The Smith No. 2 Account in the ledger shows receipt on 
Xov(‘mber 17, 1919, of a dividend of two shares and a scrips 
item of Burns Brothers stock, after the Burns Brothers 
stock in the account had been sold on Xovember 13, 
71 1919. It further shows that these items were sold on 


P^ebruary Kith and 27th, 1920, the stock for $202.67 


and the script for $5.00, 
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72 Phillip J. Lynch. 

I am Phillip J. Lynch, of Hockvillo Conter, Long Island, 
and in 1919 was oin])loycd hy Henry Brothers as book¬ 
keeper of the Xew York accounts. I am not employed by 
them now and left there the lirst of February, 1920. 1 kept 

the several records correctIv wliich have been offered in 

• 

evidence from the books of tlie ])artnerslii]>. All of these 

books were balanced the first of everv month. It is ciis- 

tomcrv to balance the whole huluer and send everv ciis- 

tomer a statement of his account, showing trades made the 

previous month and his ])osition at the end of the month 

and his debit balance and the securities against him. We 

got out such statennmts foi- (‘V(‘ry account and they were 

turned over to bc' deliv(‘red bv hand or mail. 1 could not 

• 

sav if the statements were actiiallv mail(‘d to Mr. Smith. 

• • 

I was with the firm in Xovembei*, 1919, when it had its 
trouble and as a result of which tliere was no e(piity to 
Smith in the collateral deposited on his several accounts 
and there was a just debit. 

In Account Xo. 2, on Xovemb(‘r 17th thei’c was no stock 
left except GOO shares Republic Motors, and also tw(V shares 
of Burns Brothers and $50.00 of scri])/, which were divi¬ 
dends. 

73 T have been in Wall Street for twentv-one vears 

• • 

and am now a trader in stocks for a brokerage house. 
Any bookkeeper knows the market value of securities all 
the time because he can turn around at anv minute and see 
the market value on the board in the office. Tie familiarizes 
himself with tin* ])rices in the pa])er because it is essential 
to holding his job. The Burns stock was on the board but 
not the s(*rip/. $50.00 of scri])/ might be worth $10.00, it 
being a case of a ])erson wanting to take it and hold it until 
he ge.s/ $100.00 of same to convert into a share of stock. 
The stock was worth around $100.00 a share. X^o value was 
assigned to the scrip/ when it was sold out. 

AVhen trades are being made coming from the board or 
wire room, they are referred to the Margin Clerk who fixes 
the customer’s account as it stand- at that minute. The 
bookkeeper might not get the information for probably a 
week according to how near u]> to date his books are. T 
was running this Smith account, posting saine, and I could 
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see there was a debit. The Margin Clerk, when he saw the 
account said, “Get this Smith account posted up to date 
right away as 1 think it is bad”. We immediately took it 
up with Mr. Henry as soon as we got the account posted to 
date, and they found the Republic Motors had no ready 
market. They then had to get in touch with Smith for 
additional margin. I was present when the Margin 

74 Clerk was told to mark the Republic Motors stock 
out of his margin at 50 per share to be delivered to 

J. S. Bache. That was in Xovember, 1919, and the actual 
delivery was made the latter part of December, 1919. On 
November 17th, the 600 shares had been eliminated from 
the account through the margin although they continued to 
appear on the books. If a customer puts up collateral and 
his account runs against him the broker should advise him 
unless additional margin is jirovided the customer will be 
sold out to protect the interest of the broker. If there is 
no readv market for the stock the broker can use his dis- 
cretion and carry it and perhajis save the customer some 
monev. The broker does not know if the customer can 
provide additional margin, and is saving his own money 
by taking a chance and holding the stock for a couple of 
days more. That is the custom throughout the Street. If 
the broker sells the stock w^itli a resulting debit he tries to 
collect from the customer. In the Smith Account No. 2 all 
the trading stock was sold out and the Republic Motors 
stock was contracted. The two shares of stock remaining 
him is considered as nothing in the Street and it is a case of 
holding same until somebodv comes in for a little more of 
that stock and the items are put together and a fairly de¬ 
cent price is obtained. That is the general custom in 

75 a lot of cases with accounts that have only a little 
dividend. If the customer does not put up additional 

margin the broker knows the stock belongs to him. 

Cross-examination: 

If a customer de])osits 10 shares of steel stock as margin 
and puts in an order to buy 100 shares, he is debited with 
the cost of same and against it has a credit of the 10 shares. 
If the stock drops off in value until the value of the ten 
shares is entirely wiped out, the broker notifies the cus¬ 
tomer unless additional credit of cash or other stocks is 
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put iij) his 10 shaios of stock will he sold. If the customer 
puts up additional collateral he is long as to the 10 shares 
originally deposited. If the customer does not put up addi¬ 
tional margin la* is not always sold out and credited with 
the proc(*(‘ds. It (h‘p(*nds u]»on the stock and whether same 
has a good r(‘adv niai‘k(‘t. Steel is a stock with verv little 
spread, hut lots of stock will dro]) otT 15 points at one 
smack in a had inark(‘t. The broker may wait and see if 
the stock will couk* haek and not crucify the customer by 
throwing his stock on the market at any price. 

The Smith Account Xo. ‘J does not sav the stock was sold, 
hut savs it was (leli\'(‘i*ed. On January 1, 1920, in that ac- 
('ouiit Smith had oiilv a debit. According to the 
7() h‘dgei’ (Ml .lamiary 1, 192t), th(» ledger account shows 
a balance of if^Sland that the customer is long 
f)00 shar(‘s Uepuhlic Motors, 2 lluriis Brothers and $50.00 
Burns scrips Broviiling th(‘r(‘ were no contracts to deliver 
the stocks, if yon ari* Jnst taking the ledger alone, this 
means Smith owed $S1,!>‘17.(1!• and had the credits of the 
long itmns. A notation of an existing contract would not 
be put into the ledg(*r. 'The ledger does not show that 
there was an existing contract. 

77 Frank Denehey. 

I am Frank ])eiM*hey of Sh(*(‘pshead Bay, New York, and 
was employed in !!>!!> by the partnershi]) of Henry 
Brothers and Fompany as its Margin (Jerk. T am not em¬ 
ployed there now hut I was with them from the early part 
of the year 1919. 

A brokerag(‘ firm is i’(Mpiir(‘d to have somebody in close 

touch with its trading (Mist»>mers so it will know how they 

stand lH*canso (‘verv moment of tin* dav the fluctuations in 

• • 

securities will alT(*ct sonn* or all of its customers. The 
firm is anxious to know the (*ondition of any customer at 
any moment as the entri(‘s will not go into the books until 
twenty-four or fortv-(*ight hours later in a well regulated 
house. The Margin Flerk k(‘e])s a skeleton ledger of the 
spe<*ulatiye accounts and I had such a ledger for G. C. 
Smith. 

After the crash in the market in November, 1919, T in¬ 
formed Mr. Henry of the condition of the account and he 
got in touch with ^Ir. Smith. The following dav Mr. Henrv 
informed me an agreement had been made that 500 or 600 
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shares of stock were to he taken up at a figure and I esti- 
iiiated tliat tliat ni>:iiro closed the account and for all prac¬ 
tical ])urposes 1 was tlnoui;!! with it. It ceased to be a 
speculative tradiui*’ account so far as I was concerned and 
the books would retied the loss which was established 
78 and of which I had informed Mr. Henry. 

In the case of an a(‘coiint showing* a. dehit balance 
of $7)2,000.00 and $200.00 s(‘cnrities 1 would apply the 
credit against the dehit and would eliminate the page from 
mv skeleton ledger. That account is ahsolutelv closed. If 
my record showed the customer owing $81,000.00 and hold¬ 
ing 500 shares of stock which the senior memher told me 
had been taken up as we call it in the Street, taken over by 
a house for a figure, such figure is used, in this case $.30,- 
000.00, thereby reducing the indebtedness in that amount 
and making $50,t)00.00 still owing to the concern. In case 
the account shows certain collateral was deposited when it 
was opened and that such s('cnriti(‘s are of less value than 
the indehtediK'ss, th(‘ s(‘ciiriti(‘s automatically belong to the 
house because they have to lx* nsixl to cover the loss. 


The records of th(‘ Margin (3<n*k are elastic and we wear 
out a full size rubber (*ach day (‘rasing the prices in the 
various ac(*oiints that carrv the thictnations of the market. 


We have to be (piite on the job and bring the account up, 
either increasing it or reflecting the loss, as the hours go 
by during the day. 

Assuming ^fr. Smith had a d(‘bit balan(*e of $50,000.00 
and $5,000.00 collateral and had failed to ])nt np any addi¬ 
tional collateral, the $5,000.00 of collateral I'epresented by 
the Liberty Ronds antomaticnlly comes into the possession 
of the brokerage house for li(piidation of the debit 
70 charge*. When Mr. Henry infornied me the stock 
would be taken up for $50.00 ])er share and there 
were 500 shares, or about $20,000.00, 1 imnu*diately credited 
that account with $20,000.00 and erased that 500 shares 


from the card and for all practical ])ur])oses that account is 


done even if the stock would be delivered ten vears from 


now. 


Often we find it necessarv in the business to fail to de- 
liver. We probably would not have the stock on hand for 
the purpose of delivery. The customer’s account shows 
that on a certain day we sold 500 shares of stock. We are 
probably not able to make that delivery for two months, 
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and we borrow the stock in the meantime but that is not 
reflected in the customer’s account. 

Cross examination: 

I do not get you when you say a broker takes physical 
possession of tlie stock deposited as collateral or credit to 

bind an account. T follow vou in vour illustration that a 

» • 

customer deposits 10 shares of United States Steel with 
the broker to open an account, but the broker does not use 
those shares of stock and does not sell them and at the 
same time credit them as securities to that account. The 
customer’s deposit of 10 shares is held in the man’s ac¬ 
count and he is giv(‘n credit for it, but it is not sold to 

80 establish that credit. Tlie broker keeps the tangible 
stock certificates in his strongbox and it stays there 

until the customer calls for it. The dividends of the cus¬ 
tomer come to him just the same and if the stock was sold 
the customer could not get the dividends. If the customer 
brings in the stock and orders same sold and the proceeds 
placed to his credit as margin on his trading account, the 
stock passes out of the hands of the customer and is sold 
on his order and the cash is placed to the credit of the 
customer. 

Starting all over again: To rei)ly to the (piestions, if the 
customer deposited 10 share of United States Steel and 
giv’es an order to buy 5 shares of Sinclair Oil Stock, the 
customer is debited with the cost of the ])urchase but is 
not credited with the steel stock de])osited as collateral. 
The customer must state si)ecitically whether he wants the 
collateral stock sold or wants to keep it. In the ledger the 
customer is credited with cash, but if stock is deposited he 
simply received a receipt and the stock stands in his ac¬ 
count and the monthly statement will show the receipt of 
the stock and not a penny of credit. Any stock on which 
a customer is long will he sold if. the customer orders it 
and he will be given credit for its value in cash. The Lib¬ 
erty Bonds and Kej)id)lic Motors shown to the credit 

81 of the Smith Account would be there until an order 
was received from him to sell same. 

Redirect examination: 

If the Smith account had been badly extended and ho 
had failed to produce additional margin as demanded for 
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same, the account would be liquidated to decrease his debit 
balance. He would be informed of the situation and of the 
intention of the broker to sell and upon default the stocks 
would be sold. In urgent cases notice is given not only by 
mail but by registered mail, with specific information as to 
what will be done with the stock. If the customer had been 
receiving calls for margin constantly and was told his ac¬ 
count must be liquidated and contained stock for which 
there was no ready market, an appeal would be made to 
the man running the Ke]nil)lic ^lotors account and as in 
this case an agreement would be reached that such stock 
would be taken over. 

Recross examination: 

As to when the shares were delivered, I would have to 
see the blotter, but tliis ledger account shows the 600 
shares of Republic Motors were taken out of the Smith 
Account on December ‘J9, 1919. Following instructions I 
received that the 600 shares would be sold for $30,000.00 I 
discarded the card. AVliether the book entrv was ever 
made was of no consecpience to me. I know the account 
was to be liipiidated on or about the 17th or 18th of No¬ 
vember and his 600 shares of stock were to be taken 

82 up and the Liberty Bonds were to be disposed of. 

When that was done was of no significance to the 

customer because he was obliged to pay us that much 
money and he owes it today as these books determine. 

I never met Mr. Smith and knew nothing about his finan¬ 
cial standing and never made any personal investigation 
about his financial condition. I never closed out his ac¬ 
counts myself with Henry Brothers. 

83 Respondent offered no testimony in its behalf. 

At the conclusion of the evidence for petitioner, 
leave being asked and obtained, petitioner amended his 
petition to conform to proof, said amendment being read 
into the record as follows: 

“The petitioner herein, by leave of the Board, amends 
and supplements his original petition to conform with the 
proof in the following form: 

7—4801a 
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“(1) Petitioner states tliat tlie ])artnersliip, Henry 
Brothers and Company, of wliich lie was a member in 1919, 
claims as a deduction in his partnership return, as bad 
debts, the sum of $96,224.05; that of said sum $33,185.85 
has been allowed by the Commissioner as a ])roper deduc¬ 
tion, which sum includes an item of $5,899.24, being losses 
in the Newark office. 

“That the remaining amount of said allowance being 
$28,286.61 was losses of the New York office, allocable be¬ 
tween the partners A. 1). Henry and C. W. Muller, in the 
proportion of thirty-five fifty-fifths (35/55) and twenty 
fifty-fifths, (20/55). 

“That this petitioner has been allowed credit for thirty- 
five fifty-fifths (35/55) of $28,286.61, the remaining portion 
of said amount being credited to C. W. Muller. 

“That said C. W. Muller in November, 1919, and there¬ 
after was and is now without assets, and that by reason 
thereof this ])etitioner was re^piired to ])ay the amount of 
said New York losses allocated to C. AV. Muller, and did 
pay same. 

“That further this ])etitioner did j)ay additional bad 
debts disallowed and in controversy in this jiroceeding, 
and in fact did, by reason of the embarrassment of 
84 said partnershi]) and inability of C. AV. Aluller to 
contribute thereto pay said bad debts disallowed 
and in controversy in this j)roceeding, and thereby did suf¬ 
fer a loss in the entire amount of $96,224.05, subject to a 
credit of about $5,800, assumed and ])aid by the partner 
Miller, on account of the Newark losses. 

“The ])renuses considered, ])etitioner ])rays that he be 
allowed as a deduction as to losses for the vear 1919 
amounts additional to those heretofore allowed him, and 
not exceeding his losses as hereinabove stated, and also 
prays as in his original petition.’’ 


Said amended petition was, by leave asked and obtained, 
specifically and generally denied as to each allegation 
thereof by respondent. 

Be it further remembered that the foregoing contains 
the substance of all the evidence given on the hearing of 
this cause and of the proceedings therein, and in order that 
same may be preserved and made of record this statement 
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of ovuUmico is duly stated, approved and signed, and order 
to 1)0 made of record in the above entitled proceeding this 
27tli day of July, 1928. 

By the Board, 

LOGAN MORRIS, 

Member. 

Approved: 

L. W. S., 

P. C. A., 

C. M. CIIAREST, 

A., 

General Counsel, 

Bureau Internal Revenue. 

(^VMDEN R. McATEE, 

For Peiiiioncr. 

J uly 27, 1928. 


Now, August (), 1928, the foregoing Statement of Evi- 
d(‘uee eertitied from the record as a true copy. 

[Seal U. S. Board of Tax Appeals.] 


B. D. GAMBLE, 

T 

Clerk U. S. Board of Tax Appeals. 


85 Filed Jul. 25, 1928, United States Board of Tax Ap¬ 
peals. 


United States Board of Tax Appeals. 


Docket No. 5903. 


Ambrose D. Henry, Petitioner, 

V. 

Commissioner of Internal Revenue, Respondent. 

Prcccipe. 

The (Jerk will please include the following in the record 
for the ap[)ellate court upon the petition for review taken 
by petitioner herein: 

1. Docket Entries; 

2. Petition; 

3. Answer; 
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4. Findings of Fact and Opinion; 

5. Order of Redetermination; 

f). Petition for Review with Sti])nlation of Venue; 

7. Statement of Evidence; 

8. Praecipe. 

CAMDEX R. McATEE, 
Attorncif for Petiiioner, 

Notice waived and receipt of copy acknowledged July 
24, 1928. 

(S.) C. M. CHAREST, 

H., 

Atiorney for Respondent, 

Now, August f), 1928, the foregoing Pra'cipe certified 
from the record as a true copy. 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

T., 

(lerk r. S. R(tnrd of 'Fax Appeals. 

86 United States Board of Tax Appeals. 

no<*ket No. 590,'k 

Ambrose D. Henry, Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Order Entaryinf] Time. 

For cause appearing of record, it is 
Ordered that the time for preparation of evidence, and 
transmission and deliverv of documents to the Clerk of the 
Court of Appeals of the District of Columbia be and is 
herebv extended to Julv 1, 1928. 

‘(Signed.) ‘ B. II. LITTLETON, 

Member, U. S. Board of Tax Appeals. 

Dated Washington, D. C., May 12, 1928. 

A true copy. Teste: 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

T 

Clerk U. S. Board of Tax Appeals. 
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87 United States Board of Tax Appeals. 

Docket No. 5903. 

Ambrose D. Henry, Petitioner, 


V. 

Commissioner of Internal Revenue, Respondent. 

Order Enlarging Time, 

On motion of counsel for the petitioner, it is 

Ordered that the time for preparation of evidence sur 
petition for review of the above proceeding in the Court of 
Appeals of the District of Columbia be and is hereby ex¬ 
tended to July 11, 1928, and, it is further. 

Ordered that the time for transmission and delivery of 
record papers be extended to August 1, 1928. 

(Signed.) B. H. LITTLETON, 

Member, U. S. Board of Tax Appeals. 

Dated Washington, D. C., July 2, 1928. 

A true copy. Teste: 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

T 

Clerk U. S. Board of Tax Appeals, 

88 United States Board of Tax Appeals. 

Docket No. 5903. 

Ambrose D. Henry, Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Order Enlarging Time. 

For good cause shown, it is 

Ordered that the time for preparation of evidence sur 
petition for review of the above proceeding in the Court 
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of Appeals of tlic* District of Columbia be and is hereby 
extended to July 27, 1928, and it is further 
Ordered that the time for transmission and delivery of 
record papers be extended to August 15, 1928. 

(Signed.) LOGAN MORRIS, 

Member^ U. S. Board of Tax Appeals. 

Dated Washington, D. C., July 11, 1928. 

A true copy. Teste: 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

T 
^ •» 

(lerk (\ S. Board of Tax Appeals. 


Indorsed ou cover: Board of Tax Appeals. No. 4801. 
Ambrose D. licuiry. Appellant, vs. David Burnet, Commis¬ 
sioner, A'c. (\)urt of App(*als, District of Columbia. Filed 
Aug. 9, 1928. Henry W. Hodges, Clerk. 











Court of Appeals, District of Columbut 


April Term 1928. 

No. 4801. 

AMBROSE D. HENRY, Appellant, 

V, 

DAVID BURNET, COMMISSIONER OF 
INTERNAL REVENUE, Appellee. 


BRIEF FOR APPELLANT. 


Camden R. McAtee, 
Attorney for Appellant^ 
1021 Tower Bldg., 
Washington, D. C. 

Mason, Spalding & McAtee, 

Of Counsel. 





I 

INDEX 

Previous opinion of Hoard. 1 

Jurisdiction. 1 

Questions. 2 

Statutes involved 2 

Statement of facts . 3 

Hoard findings and oj)inion. 9 

The Smith accounts. 10 

The ?yluller liability. 11 

Argument: 

Heexamination of evidcMice ... 12 

Feick A' Sons Co. r. Hlair, 20 F. (2) 540. 12 

Smith accounts d(‘l)ts of partiKMship . 13 

Appeal of Menken, S H. T. A. 1002 . 14 

.Muller liabilitv relates to llenrv . . 14 

^ V 

Material practices of brokerage business 15 

Assignment of r]rrors: 

Errors 1, 0, 7, 11, 15, 10, 12, 13, 14, S, 9, 4, 
(quoted in brief) nJating to Smith . 10 

The Statutory charge-olT recpiirements: 

Appeal of Hlackie, 2 H. 4\ A. 947. . 25 

Reinschmidt v. Com. 28 F (2) 000... 25 

Appeal of Fraser, 0 H. T. A. 997 . . 25 

Sumpter Coca Cola Co. v. Com., 7 H. T. A. 

890. . 20 

Doyle V. Mitchell Hros. (\)., 247 U. S. 179 . ... 26 
Errors 2, 3, 5 ((pioted in brief), relating to 

Muller. 27 

No books, no eharge-olf: 

Newton v. Com., 7 H. 4\ A. 1153 .. 28 

Mitten v. Com., 11 H. T. A. 731. 28 

Facts in opinion do not help sp(*cial findings. 28 

U. S. V. Sioux City S. Y. Co., U. S. 107 F. 20 ... 28 
Fleischman Const. Co. v. U. S., 270 U. S. 349 ... 29 
Conclusion. 29 


























Court of Appeals, District of Columbia. 

April Term, 1928. 


No. 4801. 

Ambrose D. Henry, Appellant, 

V. 

David Burnet, Commissioner of Internal 

REVENUE, A ppellee. 


BRIEF FOR APPELLANT. 


May it Please the ('ourl: 

This is a petition for review of order of determination 
by the Board of Tax Appeals, holding petitioner liable 
for an income tax deficiency of 85,450.59 for 1919 
(R. p. 18). 


PREVIOUS OPINION. 

The findings of fact and opinion of the United States 
Board of Tax Appeals (R. pp. 9-17) are officially 
reported in 8 B. T. A. 

JURISDICTION. 

This proceeding for review of an order of redetermina¬ 
tion entered by the Board of Tax Appeals on October 
29, 1927, involving an alleged deficiency of income taxes 
for the calendar year 1919, is prosecuted to this C'ourt 
by agreement of parties under Section 1002(d) of the 
Revenue Act of 1926 (R. p. 19). 
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QUESTIONS PRESENTED. 

Whether petitioner, in computing 1919 taxable net 
income, is entitled by the evidence to deduction in his 
own return of his share of certain bad debts ascertained 
to be worthless and charpjed off in the taxable year by 
his partnership, and reported in the 1919 partnership 
return. 

Whether i)etitioner, having been compelled to pay 
the indebtedness of the partnership upon dissolution, 
without contribution from one of the partners, is 
entitled by the evidence to deduct said partner’s share 
of the amount so paid in the year 1919, in the computa¬ 
tion of his taxable net income. 


STATUTES INVOLVED. 


Revenue Act of If)IS. 

Section 218(a). That individuals carrying on business 
in partnership shall be liable for income tax only in 
their individual caj)acity. 

There shall be included in computing the net 
income of each j)artner his distributive share, whether 
distributed or not of the net income of the partner¬ 
ship for the taxable year, * ♦ * 

(d) The net income of tlu' partnership shall be 
computed in the same manner and on the same 
basis as provided in S('ction 212, except * * * 


Section 212(a). That in the case of an individual, the 
term “net income” means the gross income as defined 
in Section 213, less the deductions allowed by Section 
214. 


(b) The net income shall be computed on the 
basis of the taxpayer’s annual accounting period in 
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accordance with the method of accounting regularly 
employed in keeping the books of such taxpayer. 

Section 214(a). That in computing net income there 
shall be allowed as deductions: 

(4) Losses sustained during the taxable year, and 
not compensated for by insurance or otherwise if 
incurred in trade or business. 

(7) Debts ascertained to be worthless and charged 
off within the taxable year. 

Section 223. That every individual having a net income 
for the taxable year of SI,000 or over if single, or if 
married and not living with husband or wife, or of 
S2,000 or over if married and living with husband or 
wife, shall make under oath a return stating specifi¬ 
cally the items of his gross income and the deductions 
and credits allowed by this title. 

Section 224. That every partnershij) shall make a return 
for each taxable year, stating specifically the items 
of its gross income and the deductions allowed by 
this title, and shall include in the return the names 
and addresses of the individuals who would be 
entitled to share in the net income if distributed and 
the amount of the distributive share of each indi¬ 
vidual. dlie return shall be sworn to by any one of 
the partners. 

STATEMENT OF FACTS. 

In 1917 after the death of his brother and dissolution 
of the brokerage firm of Henry Brothers, Ambrose D. 
Henry reorganized the business as Henry Brothers and 
Company (11. p. 2G). He took his brother’s seat on 
the New York Stock Exchange, and made their former 
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cashier, Muller, a partner in eharg:e of the office (R. 
p. 41). Another junior partner established a branch in 
Newark (R. p. 32), and assumed to pay any losses of 
the branch (R. p. 41). Henry made himself the 
financial backer of the firm (R. j). 26). Under the 
Stock Kxchange rules commissions must be pooled and 
their division agreed upon (R. p. 33), but with losses 
it is different (R. p. 41). Until the end of the first 
three months of 1919, the agreed division was 40% to 
Henry, ]{Y'l to Muller and to the Newark partner, 
and for the rest of 1919 it was 35% to Henry, 25% to 
Muller, and 1^^^' Newark j)artner, with monthly 

distributions (R. pp. 41, 42). This gave 35 55ths to 
Henry and 20/55ths to Muller from the New York 
office (R. p. 42). 

In October, 1918, a customer. Smith, opened a trad¬ 
ing account with 85,000 of Liberty Bonds as collateral 
and trading in this account was closed in August, 1919, 
with a debit of 813,778, less credit for the collateral 
(R. p. 37). This net debit was ascertained to be 
88,409.73 (R. p. 27). 

In August, 1919, Smith opened a .second trading ac¬ 
count with a de])osit of 810,000 cash and without any 
collateral, and all the active stocks were closed out on 
November 13, 1919, including 600 shares of Republic 
Motors delivered to the purchaser in December, leav¬ 
ing a debit balance of 852,435.42 (H. ])p. 37, 38). 

In Aj)ril, 1919, Smith opened a third trading account 
with a deposit of 8300 of Liberty Bonds, in which trad¬ 
ing was closed out on November 14, 1919, showing a 
debit of 81,771.05 (R. p. 38). 

In March or April, 1919, Smith opened a fourth trad¬ 
ing account with a deposit of 8150 of Liberty Bonds, in 
which trading was closed out on November 14, 1919, 
showing a debit of 8421.90 (R. p. 38). 
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It thus appears one of the accounts, with no col¬ 
lateral, had a debit of about $52,000, and the collateral 
in the other accounts was much less than the debits of 
Smith. 

Smith was a customer of Muller, and was known to 
Henry as the messenger and secretary of one Schatzkin, 
a large operator for whom or under whose orders Henry 
believed Smith was dealing (R. p. 34). The unsecured 
account was conducted at first on a daily basis of clos¬ 
ing out all stocks (R. p. 39), and Smith later claimed 
the failure of Muller to so conduct it violated his in¬ 
structions, although he was entirely informed of any 
change by daily statements of the account which did 
not bring any protest from him at the time of their 
receipt (R. p. 41). 

The status and sufficiency of customer accounts is 
watched by the margin clerk from his sl^leton ledger, 
and he suggests calls for additional margin security (R. 
p. 46). In case same is not forthcoming, the account 
is closed by sale of the speculative stocks and their 
proceeds are applied to any debit, and if the debit ex¬ 
ceeds the value of the collateral, which becomes the 
property of the broker, an effort is made to collect the 
debit from the customer (R. pp. 30, 45). The account 
of the customer is made inactive by the margin clerk 
when sold out (R. p. 47). It usually takes some time 
for such transactions to be recorded in the f^m books 
in the rush of business (R. p. 44). Collateral deposited 
by a customer and his stocks are used by the firm in 
obtaining loans (R. p. 30). When an account is closed 
out any debit balance is computed by treating the col¬ 
lateral as cash (R. p. 30). The collateral becomes 
absolutely the property of the broker (R. p. 29), but 
is left in the account until sold or traded, as the col¬ 
lateral is pledged for loans (R. pp. 42, 43). 
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In early November, 1911), the margin clerk found 
the three Smith accounts badly over-extended, and 
the firm demanded additional security from him (R. 
{). 45). Smith failed to put u]) any additional collateral 
or funds, saying he could do nothing (R. p. 30), and 
the speculative stocks in his three accounts were 
closed out (R. p. 29). An arrangement was made 
by the firm with his em])loyer, Schatzkin, to take over 
000 shares of Republic Motors, for which there was no 
active market, bv deliverv of same to another broker 
at a ])rice ot S30,000 (R. ]). 28). This delivery was 
made in December when the stock was released from 
a loan made to the firm on same (R. p. 28). After all 
the speculative stocks were sold small stock and scrip 
dividends, of no value under market practices (R. 
p. 45), were received ui)on a speculative stock formerly 
in the unsecured account, and were noted in the account 
(R. p. 43). 

As the result of the break in the market, the broker¬ 
age firm immediately ceased active trading, and Henry 
found himself faced with a loss of about 8114,000 (R. 
}). 30). ddiis loss embraced 833,000 on other customer 
accounts, including about 80,000 of the Newark branch 
(R. p. 30); also the four Smith customer accounts of 
803,038.20 (R. j). 29), and accounts of about 810,000, 
personally incurred or guaranteed by his partner, 
Muller, (R. j). 31). Muller was without any money to 
meet his j)ersonal or j)artner.shij) losses (R. p. 34). 
Smith was likewise, and Schatzkin rei)udiated him (R. 
p. 31), but did help Henry with a personal loan of 
825,000 (R. p. 39). Henry borrowed another 850,000 
(R. p. 30), and paid up everything, including Muller’s 
obligations (R. p. 30), and had only about 85,000 left 
(R. p. 30). Tile clerks were discharged and the books 
stood suspended (R. p. 32). Its Exchange Seat was 
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sold (R. p. 36). The partners preserved the appear¬ 
ance of business while they arranged to carry their 
clientele to other connections (R. p. 32). Each went 
to a different firm early in 1020, Muller becoming a clerk 
in another office (R. p. 33). There was no final liqui¬ 
dation or accounting for this was useless between 
Henry and Muller, who had nothing (R. p. 34). The 
Newark partner took care of the losses of that office 
and had no further responsibility (R. p. 34). In Febru¬ 
ary, 1920, the Idberty Bonds from the three Smith 
accounts were sold (R. p. 37). Only routine clerical 
entries of monthly interest, accruals on balances, 
and of interest coupon receipts, were made on the 
books after November, 1919 (R. ])j). 13, 14). 

In March, 1920, the partners turned their attention 
to preparation of the reciuired partnership income tax 
return for 1919, as a preliminary to the preparation of 
their individual returns (R. p. 37). The books for 
1919 were still not closed (R. p. 3S). Entries were 
made in March, 1920, to show the charge-off of about 
S96,000 of customer accounts of both offices of the 
partnership, including the debit balances of the four 
Smith accounts (R. p. 3()). The partnership interest 
of Henry in the resulting net loss of the partnership 
shown on its return was 853,314.45, and he claimed 
same in his individual return as an offset against his 
net income (R. p. 41). He did not claim cither the 
Muller share of the partnership loss as paid by him, nor 
Muller’s personal indebtedness to the firm, because 
without them his income was blotted out (R. p. 35). 

Upon review of the partnership return and the per¬ 
sonal return of Henry, the respondent Commissioner 
at first entirely disallowed the S96,()()0 partnership bad 
debt deduction and the 853,314.45 of same deducted 
by Henry in his return, and thereby proposed an 
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additional tax of Sl(),4!)2.t)() against Henry (R. p. 42). 
Upon r(*eonsi(i(‘ration, n'spondent Coininissioner al¬ 
lowed llie i)aitn(‘rsliip a deduetion of eustoniers’ bad 
debts of 83:^18.').So, including losses of 85,81)0.34 
claimed for the Newark office*, on the ground that the 
last transaction with the customers occurred in these 
accounts in 1010 (R. p. 42). 4'his served to allow 
Henry a d(‘duction of 817,304, instead of 853,314.45, 
as claimed by him, and established and ass(‘ssed the 
adelitional tax of 85,450.50 which is in controversy 
(R. p. 42). 


'fhe C'ommissioner disallowed the* four Smith ac¬ 
counts as a deduction to the partnership without giving 
any exact re'ason for so doing (R. p. 5). Any such 
inference that their disallowance* is bas(*(l upon the 
charge-olT (*ntri(‘s not having bee'ii made* until in .March, 
1020, is unr(*asonabl(* because the oth(*r items allow(*d 
by the ('ommissione*!* were* similarly chargeel e){T in 
.March, 1020 (R. p. 30). It e*an only be inferre*el that 
the sale*s of the* collate*ral Libe*rty Honels in three e)f the 
accounts we*re e*e)nsiele*red transactions sid)se*(pient te) 
1010 with the* custome*!' Smith, but this ce)ulel ne)t 
apply to the Smith ae*e*ount which containeel ne) ce)l- 
lateral. 

In his original pe'tition to the* Re)arel, Henry e)nly 
pre>te*ste*el the* elisalle)wane*e* te) him e)f the* ame)unt e)f 
the* partne*rship le)ss e*laimeel in his e)riginal leturn 
(R. p. 3). In an ameneleel petitie)n, at the final he*aring, 
he flirthe*r e*laime*el the partne*rship ele*bt e)f .Mulle*r 
paid by him as financial backe*r e)f the* firm (R. p. 50). 

'Te) summarize .Vs financial backer e)f the firm 
Henry was e)bligate*el to pay all its leisses and diel so. 
The* partnership’s leturn refleetenl its Ie)ss and the 
alieiue)t interest e)f the partners in same*, anel Henry 
deducted einly his alieiuot part of such partnership 
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loss in his individual return, although he was entitled 
to deduct the entire loss of the partnership paid by 
him. The Commissioner disallowed part of the 
alleged loss to the partnership, and thereby to Henry 
to the extent of his aliquot pant of the disallowance, 
thus producing a defieieney in tax against Henry. It 
is Henry’s position,///>*/, that the 8()3,()()() of Smith bad 
debts or losses is an allowable deduction to the partner¬ 
ship either entirely, or to the extent of the 852,000 debit 
which had no collateral, and he is entitled to deduct 
the allowance in his own return as a partnership loss 
paid by him and uncollectible from Smith or ?.Iuller in 
1919; and, second, assuming these Smith debits are not 
deductible, that he is entitled to his own return to 
deduct the entire .S33,1S5.<S5 of customer losses as 
allowed, exclusive of the Newark losses, and should not 
be confined to deduction of only 817,804 of same; as 
he paid the part of the allowance allocable to Muller 
from whom it was uncollectible in 1919, he is entitled 
to deduction of the Muller i)art as well as his own. 

THE BOARD FINDINGS AND OPINION. 

For clarity these matters are separated and allocated 
to the respectiv'e issues set out in its preliminary state¬ 
ment. 

First. Whether res])ondent Commissioner erred in 
disallowing the deduction of certain debts alleged by 
petitioner to hav'c become worthless in 1919 but which 
were not charged off in March, 1920. 

The facts found: Henry and ^Muller conducted the 
New York office; Henry was the financial backer and 
obliged to meet Muller’s as well as his own share of its 
indebtedness. ^lonthly distributions of profits were 
made. The partnership return deducted 896,224.05 
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of !)a(i debts of wliich were allowed, leaving 

Sb3,08S.20 as the disallowance in dispute. This 
represented four margin accounts of one Smith, three 
of which contained Liberty Hond collateral that was 
sold and credited to the respective accounts in 1920. 
'Fhe firm discontinued business in November, 1919 
and at that time the Smith accounts were suspended and 
further trading prohibited because Smith failed to de¬ 
posit additional collateral. The book entries of these 
accounts showed the same were ])ro])erly ruled and the 
balances brought down to January 1, 1920, and were 
charged with January interest and carrying charges, 
and were credited with the collateral sale ])roceeds as 
stated above. The net debit balances were charged 
off in March, 1920. One of the accounts showed 
credits in February of sale-proceeds of Hums stock, 
and a deliverv of certain other stocks in December, 
1919, as recorded in March, 1920. After March, 1920, 
when the Hoard finds the accounts were closed, Ilenrv 
personally tried to collect from Smith. In addition to 
the regular books separate records of customer ac¬ 
counts were maintained by the margin clerk who notified 
the partners when market fluctuations required addi¬ 
tional collateral. 

The ruling: The statute C()ntemj)lates the bad debts 
to be deductible must be ascertained to be worthless 
and charged off within the taxable year. As to whether 
the vSmith accounts were ascertained to be worthless, 
the Hoard says the Smith accounts were suspended in 
1919, but would have been thrown open for further 
trading if Smith subse(iuently de})osited additional col¬ 
lateral. It further savs Ilenrv shows very little knowl- 
edge of the financial condition of Smith and kept after 
Smith for the collection of the debits. Upon these con¬ 
clusions, the opinion is reached that the worthlessness 
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of the debts in 1910 is not satisfiictorily established. 
As to charge-off or closing of the Smith accounts in 
1919 the Board declares the closing by the margin clerk 
was not a charge-off within the meaning of the statute, 
its probable reason being its idea the accounts would be 
reopened for trading if additional collateral was de¬ 
posited, which is not sustained by any evidence at all. 
Mention is then made that the Smith accounts were 
ruled and interest and carrying charges were charged 
for December and November, with the comment that 
Henry could have charged them otT in 1919 with no 
more bookkee])ing elTort. As for the Liberty Bonds, 
their cash value and that they could have been disposed 
of either in 1919, or 1920 is stated. Reference is then 
made to Board decisions where i)hysical charge-offs 
subsequent to a taxable year were nevertheless held 
sufficient, and a distinction is drawn between them 
and the instant case, particularly because the entries 
were dated in March, 1920, and not as of December 31, 
1919. Consequently, the Board rules for resi)ondent 
Commissioner on this ])oint. 

Second. Whether })etitioner, compelled to pay the 
entire indebtedness of the i)artnership, including any 
part of his j)artner, is entitled to deduct such share in 
computing his own 1919 net income. 

The facts found: Henry as the financial backer was 
obliged to pay the indebtedness of Muller as well as his 
own. Muller had drawn out his share of the profits. 
When the firm discontinued business in 1919 Muller 
owed the firm ]:)ersonally and as a guarantor of an 
account, and failed to meet his personal obligations to 
the firm. Henry tried to get an understanding with 
Muller in 1920 and drove him into bankruptcy in 1923 
without ever getting anything from Muller. 
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The ruling: Whether the share of the partnership 
loss allocated to Muller is a bad debt ascertained 
worthless and charged off within 1919, or is a loss in- 
ocurred in trade or business within 1919. The Board 
finds ]Midler’s share of the loss became his debt to 
Henry when Henry paid the firm obligations, and that 
no accounting between them was necessary. Applying 
the tests of a worthless debt it finds the record silent 
as to any charge-off by Henry. It further finds Muller 
and Henry reached no agreement after dissolution and 
pursued him until Muller went bankrupt in 1923, and 
in the interval was a broker’s clerk. Thus upon its 
premise of a debtor-creditor relation and believing no 
ascertainment of the worthlessness of the debt, nor 
its charge-off is disclosed by the evidence, this deduction 
is denied to Henrv, with three Board members dissent- 
ing. 

WKWMKX'W 


In this case W(‘sugg(‘st this (’ourt will reasonably re¬ 
examine the evid(‘nce :is it did in Feic/: and Sons Foni- 
panif /’. Hhtir, 2() (2) 540, and will t('st its facts by 

th(' applicable lU’ovisions of the Reviauie .\ct of 191(S. 
In the Feick decision, the (piestion was, whether a 
ciM’tain capital item was “invested capital” or “bor- 
row(‘d money” under the statute, notwithstanding the 

Board found same was “boiiowed monev.” In 

% 

justification of its review of the evidence to reach the 
opposite conclusion, this (’ourt by Mr. Justice Van 
Orsdel says: 


‘‘While it is true that this court will not act as a 
fact-finding body to pass upon the evidence as 
adduced in the lower tribunals, the court will con¬ 
sider the evidence to the same extent that a Circuit 
C’ourt of .Appeals will consider the evidence ad- 
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dueod ill 11 cause tried in the District Court, 
namely, to the extent of determining whether or 
not the law, when applied to the facts, establishes 
a cause of action: and that is all that is required 
in this case. Did the agreement between these 
stockholders, as found by the Hoard, when applied 
to the law, convert the accumulated surplus and 
salaries into ‘boirowed money,’ or ‘invested 
capital’? In determining whether or not the 
tribunals below, in holding that this was ‘borrowed 
money’ instead of ‘invest(‘d capital,’ were correct, 
we unquestionably have juiisdiction to examiiK* 
the facts upon which that conclusion was based.” 

In this case, Henry’s complaint is that the Board 
did not grasp the important facts as to the partnership, 
its business procedure and brokerage* customs, either 
as relating to the Smith accounts or the Muller partner¬ 
ship obligation, and failed to give tla'in prop(*r adeejuate 
expression in its findings and opinion. 

We have* t: icd to identify th(*s(* omissions as assigned 
errors, but they are r(*lated to (*ach oth(*r and there is 
some difficulty in assigning them a se})arate status 
from each other. 

Before trying to present sp(*cific errors, we would 
emphasize that the* Smith accounts weie debts of the 
partnership. The action of the partners in settling 
its accounts and keei)ing its records, and proper re¬ 
flection of same in the partnership return, are necessary 
preliminaries before any lesult of the financial operation 
of the partnershi]) can be adopted into the Henry return. 
The Rev'enue Act, as quoted above, re(|uires an informa¬ 
tion return to be filed by the partnership, showing the 
same deductions for computing its gain or loss as are 
allowed an individual taxpayer, and stating th(* portion 
of the lesulting net loss or gain allocated to each 
partner according to his interest. Thereupon, such 


14 


item is available to the partner for report in his indi¬ 
vidual n'turn. 'riiiis, 89(),()()() of had debts were 
allep:(‘dly determined worthless and eharj;ed off by acts 
of th(‘ partnership, and w(‘re deducted in its return 
representing S^Ihl'S') of customer accounts and 
bi the four custonu‘r accounts of Smith. 
Of the hist item, Henry’s share' was .S17,3()4 and 
Muller’s share was 89,922. Of the Smith deductions 
Henry’s share was 8-^o,9r)().2r) and Muller’s share was 
827,.‘^87.95, and these' alloe'ations were shown in the 
partne'iship re'turn. 'The'v re'pre'se'nte'd a j)artnership 
ascertainme'iit that the' de'bts were worthk'ss and 
charged eilT. Ih'nry, himse'lf, cenilel neit have made 
the eleterminatiein and e'laimeel the resulting deduction 
fe)r, e)n the same elay that it preunulgated this Henry 
ele'e'ision, the' Hoarel saiel, in ele‘e*ieling the Appeal of 
MenLen, 8 H. T. A. 1()()2: 


“We' know e)f no pre)visie)n e)f law allowing a 
partiu'r to take as a personal eleductiein ein his 
individual re'turn a jiropoitionate part e)f a bael 
elebt, eiwing to a partnership eif which he is a 
member.” 


Vet the Heiarel, in its Henry eipiniem, puts the wheile 
burelen eui him, saying the.se accounts were neit ascer¬ 
tained to be worthless, because Henry perseinally knew 
little e)f Smith in 1919 anel had ke'pt after him in the 
feillowing years te) j)ay them, d’his igneires what the 
partnership knew and ascertained about Smith in 
Novemb('r, 1919, when it discontinued business, all as 
developed in other testimony of Henry. 

We would further emphasize the Muller share of the 
partnership loss, either 89,922 of the 833,185 of bad 
debts allowed, or of 827,387.95 as part of the Smith 
accounts, was payable and paid by Henry according 
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to the Board, and is therefore his personal deduction, 
and not a partnership item. Henry had assumed the 
liability to pay it, for the Board says no accounting 
about it was necessary. Its absolute status as his 
liability is clearer when we consider Muller’s personal 
trading account was similar to the customer account 
of Smith and Muller instead of Henry would be expected 
to pay it to the partnership as the return of a personal 
credit obtained by him. 'I'herefore, the Muller share 
of the partnership loss was something which Henry 
himself earmarks for purposes of deduction as a business 
lo.ss or bad debt owing to him by Muller. 

As to the brokerage business of the partnership 
with its margin customeis, certain general facts shown 
in the evidence, but not found by the Board, are very 
material. A customer opiuis a margin trading account 
by dei)osit of cash or reciuired collateral, and it is 
recorded in the skeleton l(‘dgei- of the margin clerk as 
well as in the permanent ledger. '1 he deposited col¬ 
lateral and its dividends are noted as “long” in the 
account but are not credited to the customer. The 
broker makes use of such collateral in obtaining his 
own business loans. When market fluctuations, ap¬ 
parent to the margin clerk, indicate a possible customer 
debit after due allowance for mai ket value of the trading 
stocks and collateral, demand is made upon the custom¬ 
er for necessary additional margin of cash or collateral 
in amounts determined by the broker. If such addi¬ 
tional deposit is not made, and the broker elects not to 
carry the account for the customer, the trading stocks 
in the same are sold out of the account, and if the 
resulting debit exceeds the market value of the de¬ 
posited collateral, such collateral is thereby the property 
of the broker. He leaves it in the account as a memor- 
randum, and disposes of same at his convenience. It 
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is probably already pledged in his loans and is not sold 
until such loans are settled. Sales of inactive trading 
stocks made in closing out an account are recorded 
whenever delivered. 

When selling out a customer’s account creates a 
customer debit, the margin clerk notes any collateral 
as a credit and closes the account in his skeleton ledger 
to show the loss. Memo of the transaction is started 
to the permanent ledger, in which the entries are made 
at a later date. 

All of the foregoing general facts are brought out in 
the testimony for Henry. 

ASSIGNMENT OF ERRORS. 

I. In deciding in substance the partnership in 
co)nputing its net income for the year 1919 was not 
entitled to deduct from gross income customers^ bad 
debts in the amount of S6Sp38.20^ or any part 
thereof^ as determined worthless and charged off in 
said yeary and the appellant was not entitled to report 
as part of his gross income his partnership share of 
its net income computed unth allowance of said 
deduction. 

6. In finding as a fact the several Smith trading 
counts were merely suspended and not closed out in 
November y 1919. 

7. In finding as a fact said accounts would have 
been reopened for additional trading on deposit of 
additional collateral. 

II. In not finding as a fact the first Smith account 
was closed in Augusty 1919y and the remaining 
accounts were closed in Novembery 1919y by action of 
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the vuirgin clerk; that the partnership books were 
sifspended and inactive thereafter because of dis‘ 
continuance of its business, and hence did not record 
said closing by the margin clerk. 

15. hi not finding that appellant did not keep the 
partnership books, and that he only made the ad¬ 
mitted and disputed charge-off entries in March, 
1920, for the purposes of preparing the partnership 
return, and that the partnership books have never 
been finally closed for the year 1919. 

10. In not finding as a fact the several debit 
balances of the Smith accounts, and particularly the 
secojid trading account, were to be reduced by the 
nominal interest and carrying charge entries made 
subsequent to December SI, 1919. 

12. In not finding as a fact that, where the debit 
balance exceeds the collateral in same upon the trading 
account being closed out, such collateral is thereby 
the absolute property of the broker and remains in 
the account as a memorandum until disposed of. 

13. In not finding as a fact that the collateral in 
the several accounts after same were closed was 
equivalent to cash because of its known market 
value. 

14. In not finding the second Smith account con¬ 
tained no collateral. 

8. In not finding as a fact that in November, 1919, 
a sale was made of 600 shares of Republic Motors, a 
speculative stock in one of said trading accounts, to 
one Schatzkin in order to remove the stock therefrom 
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and same was delivered to the purchaser in Decembery 
1919y and in not finding 2 shares of Burns Brothers 
stock and a strip item of samCy unth a ready market 
valuCy were received by the partnership as a dividend 
for said Smithy and said receipt occurred after said 
trading account was closed out and was retained by the 
partnership as a credit to said account. 

9. In finding as a fact said Burns Brothers stock 
and a dividend on same were credited to said account 
instead of finding said credit was of the aforesaid 
scrip item and sale of said two shares. 

4. In deciding the appellanty instead of the partner- 
shipy was required to ascertain and determine the 
alleged bad debts to be worthless and to charge saine 
off unthin the taxable year in order to avail himself 
of the deduction. 

The foregoing are intended to assign the errors arising 
from either the failure of the l^oard to find certain 
facts, or its erroneous conclusions upon the partial 
facts found, particularly in reference to the customer 
accounts of Smith, claimed as bad debt deductions in 
the partnership return, and thereby deducted by the 
partner, Henry, in his return. 

The First assignment is a general statement, which 
we reserve for our summary. 

The Sixth and Seventh assignments allege specific error 
in the findings of fact, and the Eleventh assignment is 
submitted as the actual facts to be found. The con¬ 
tention is, material facts in addition to, and also in 
contradiction of those of the Board, are to be found, 
and will result in a decision for Henry. 

The Board says, as a fact, the Smith accounts were 
only suspended, and, as opinion, that they would hav^e 
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been thrown open again for trading upon deposit of 
additional collateral, although the undisputed evidence 
is to the contrary. 

Henry says: 

“ I advised him (Smith) the day before the panic, 
before the stocks were closed out, of the condition 
of his account. I called on him for additional 
margin, which was customary on those things. He 
said he couldn’t put up any money, and I said 
‘You have got to or we will sell out your stock. 
* * He said, ‘ I can’t protect them.’ The stocks 
were sold at those figures. I'he sale of stock and 
th(' Liberty Ihmds and Ikirns stock did not and 
would not cover the losses.” (R. p. 29.) 

“In November, 1919, his (Smith’s) account 
showed, after giving Mr. Smith credit for the 
value of the Liberty Bonds, a debit against him 
and that he owed us ^03,000, and those Liberty 
Bonds then became ours. We siiid, ‘You have 
got to put up the margin or we will close out the 
accounts.’ The accounts were closed out. W hat 
was done was that we said, ‘You owe us that 
amount of about S69,0()0, less about $6,500 of 
Liberty Bonds. You have got to pay it. If you 
can’t pay we have got to sell the things.’ 1 hey 
were ours then. He said he couldn’t do anything.” 
(R. p. 29.) 

W'ith Smith sold out of his trading stocks and owing 
the firm $()3,000, the impossibility of throwing his 
account open for further trading by deposit of collateral 
is evident. The error in fact and opinion of the Board 
is manifest. 

Thus the errors. Six and Seven, are entirely sustained. 
Assignment Eleven goes further to show the first Smith 
account was closed out in August and the others in 
November through the margin clerk and that the sus¬ 
pension of the books might not record the transaction. 
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The separate records of the margin clerk are found as 
a fact hy the lh)ard, hut the opinion denies his record 
closing was a charge otT because tlie Board concludes 
the accounts could h(' n'opened with deposit of addi¬ 
tional collateral. 'I he impossibility and error of this 
conclusion under the testimony has just been shown. 
'Fhe margin clerk admittedly closed out the accounts in 
1919, and it may be his closing reached the books, 
because mere debit balances ar(' shown in the accounts 
copied in the findings of fact. 'Fins gives us an ascer¬ 
tainment in 1919 of the indc'btedness of Smith to the 
partnership. 9 he suspension and inactivity of the 
books after Xovember, H)19, is further clearly recorded. 

9'he Board finds the fact that the business was dis¬ 
continued, and Henry further says: 

“As a matt('r of fact I was so tied up with 
taking care of my afT.airs a.ll through these months 
that no actual close bookk(*('j)ing took place on the 
books.” ( K. p. 2S.) 

“After the middle of Xovcunlxa*, 1919, as to 
keeping the books in ordc'r and closing them up, 
I kept them myself.” (U. p. T2.) 

“ Fhe books of the partnership are not closed yet. 
'Fhe loss was so complete tlu'V are still just the 
way they were left there.” iK. p. 'M').) 

“ Fhe losses of the partnership w(‘re roughly 
about SI 14,000. I arrived .at this figure immedi- 
alelv .after the last tiansaction of Xovember bS, 
M)19, or al)out th(' first of December. I did not 
know what I was doing in those days; 1 was nearly 
wild.” (R. p. 30.) 

“ Fhe balance was charg(*d ofT to bad debts on 
March 10, 1920, when 1 made up the report.” (R. 
p. 37.) 

“'Fhe losses had been sustained before, but the 
entrv is made on March 14 or 17, when 1 made out 
my tax return.” (,R. p. 38.) 
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That the first Smith account was closed out in 
Aupust, 1019, as to speculative stocks, showing a debit 
of about §8,000 after allowance for $5,600 of Liberty 
Rond collateral, is the testimony of Henry (R. p. 37). 
He similarly testifies the other three accounts were 
closed out in November, 1919. 

These undisputed matters of evidence establish 
Error Eleven as assigned, and the Board findings will 
reasonably be amended accordingly. They will show 
that in Novemlx^r, 1919, the firm sold out the Smith 
accounts and established his balances, as recorded by 
the maigin clerk in his usual records, and that the 
permanent books stood suspended after the discontinu¬ 
ance of business in November. 

Error Fifteen is intended to bring out that Henry did 
not keep the partnership books, except ‘‘as to keeping 
the books in order and closing them up” (supra), 'hhe 
Board emphasizes in its opinion that the Smith accounts 
were ruled each month, and that Henry instead of 
bringing the balances forward could have closed the 
books with the same effort. The accounts set out by 
the Board show same were not ruled and brought for¬ 
ward after January, 1920. The bookkeeper who kept 
the books says he left the firm on February 1, 1920. In 
other words, he made the formal entries as a matter of 
routine. Henry admits making the charge-off entries 
in March, 1920, and says the books were never closed 
in th(' interval. These nominal interest charges are 
apparent and can be readily stricken out as contended 
by ha ror Ten. Thus in Bank v. Commissioner, 12 
B. T. A. 652, it appeared the bank made a partial 
charge-off of a bad note before closing its 1920 return 
and subsequently in an amended return claimed deduc¬ 
tion of the entire note, including several years of 
accrued interest. The Board allowed deduction of the 
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entire principal of the note but struck out the interest. 
It is no problem to strike out the similar accruals in 
this case. 

Errors Turlre, Thirteen nnd Fanrteen involve' the 
failure to find the additional j^eiK'nd fact that on selling 
out a speculative account the broker acquires title to 
the collateral if its known vnlue is less than the resulting 
debit, and keeps the collateral in the account as memor¬ 
andum, and the specific fact that the' collate'ral value in 
three of the Smith accounts was the same as cash, .and 
his fourth account h.ad aS52,t)0() debit with no cnllati'ral 
at all. 

d he ac(|uisition of the collateral is clearly shown by 
the Henry testimony previously (pioted herc'in ab'out 
selling out Smith. The bookkeeper also says: 

“If th(' custoiiK'r do('s not put up additional 
margin, the broker knows the stock belongs to 
him.” (K.p. 4.5.) 

'I’he large Smith account with a debit of 8.52,000 
was opened with a cash deposit and had no collateral. 

Henry testifies: 

“That was opened with a d(‘])osit of .810,000. No 
.securities were deposited as margin in that account. 
After the liquidation in Xovember, 1010, the big 
account showed a debit at licpiidation of all secur¬ 
ities of .8.52,4.T5..52.” (K. p. 27.) 

As for the e.stablished cash value of the Lilv'rty 
Honds, the Board says in its opinion: 

“* * * as the testimony shows, and it is a well 
known fact, the value of Liberty Bonds changes 
only slightly from month to month,” * * * (R. 
p. i3.) 
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I'he materiality of these facts relates to any delay 
of the firm in disposing!: of the Libeity Bonds as an 
immaterial circumstance, because they became its 
property in X()vemi)er when their reduction of the 
gross customer debit was ascertained b}^ the margin 
clerk. lie says: 

‘‘In the case of an account showing a debit 
balance of S52,0()0 and $200 securities, I would 
apply the credit against the debit and would 
eliminate the page from my skeleton ledger. 
That account is absolutely closed.” (U. p. 47.) 

As the large Smith debit contained no collateral 
nothing remained to be done in 1919 except to ascertain 
the debit as a good or bad d('bt, just as the same thing 
was then doin' in the otlier accounts by allowance for 
the colhiteral acquired and held by the firm. 

The Eighth and Ninth errois I'elate to incidental 
facts as to the Smith debit it(*m of S52,000. The 
Republic Alotors stock went out of ihe account in 
December by arrangement made with Schatzkin in 
Xovemb(*r, 1919 (R. p. 2S). The Burns dividend and 
scrip was receivi'd after the sale of the speculative I^urns 
stock, and th(‘ proceeds were* credited when sold there¬ 
after (R. p. 43). Finding these facts, causes the 
.So2,()()() unsecured deficit in this account to stand out 
aloin? without infirmitv. 

iMior Four carries us back to the relation of the 
paitnership return to Henry. 4'hat the partnership 
must determine its own gain or loss has been pointed 
out. Here the partnership ascertained and charged off 
a bad debt and the part of same claimed as deduction 
being disallowed to Henry because disallowed to the 
partnership, he undertakes to sustain his deduction by 
showing the partnership charge-off was proper. The 
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I^ourd pays no attention to the partnership and says 
Henry shows he did not know much of anythinji; about 
Smith in HH9. Hut Henry never elaimed that he did. 
He explains Smith was Muller’s eustomer and repre¬ 
sented to him to 1)(‘ the inside man or representative of 
Schatzkin, a bi^ ojH'rator, and that in H)19 they found 
him repudiated by Sehatzkin, a mere elerk stripped of 
the appearane(‘ of pow(‘i-, without money and unable to 
prot(‘et his aeeounts. In that dramatic moment of 
the market jxinic wlam Smith deelaHHi his inability to 
protect his accounts and allowed tluun to be sold out, 
the partiuas asce!tained his debits w(‘re worthless. If 
Smith had anything no doubt he would have produced 
it. d'hat H(*nry later checked him u]) as an automobile 
salesman ekin^ out a small livin”; and utterly unable to 
pay anything, but confirms the partiK'rship d(‘cision of 
1919, that Smith was dead-broke and his debits were 
worthless, d'hat Henry immediately borrowed S7o,()()U 
to pay tluan off is (‘vidence of his sincerity. After a 
debt is ascertained to be worthless and charj»;ed off, 
subse(jU(‘nt (‘fforts to collect it seave* to confirm the 
conclusion. Vet the Hoard makes such effort of Henry 
as to Smith and -Mulh'r a reaison for holding; the debts 
we!(‘ not asceatained to l)e worthle.ss. 

'This brinj?s us to the ^laieral assignment of error 
One. We submit the facts are established in the evi¬ 
dence that the j)artnership in 1919 knew and ascertained 
the Smith debits to be worthless, and they were then 
charged off by the margin clerk, and were written off 
on the partnership books before the same were closed 
for 1919. We submit the Liberty Honds remaining 
in the three accounts were ])artnership ])roj)erty free of 
claim of Smith after Xovember, 1919. 

The materiality of the charge-off being dated March 
10, 1920, is given a false imimrtance by the Board for it 
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intimates if the nicety of datinp; the entry back to 
December 31, 1919, had been observed the delay in the 
charge-off would be immaterial. Tliis accords with 
other decisions that a charge-off on unclosed books may 
be within the statute though made subsequent to the 
taxable year. 

Thus in Appeal of Blachie, 2 B. T. A. 917 (R. ]). 14), 
cited by the Board, a write-off was made in 1918 on 
branch otiice books and reached the main-office books 
in 1919, before they were closed. The main-office 
charge-off was sustained. In the i)resent case the 
1919 closing by the margin clerk was written into the 
unclosed books in 1920. 

In Reinschmidt v. Coinnn'ssioner, 28 F. (2) 660 (C. C. 
A-5) a Board decision was rev'ersed which embodied 
the same formalism evident in this case. It appeared a 
partner overstated his 1920 income on his own books 
as the result of a supj)osed ])artnershi]) arrangement 
w’hich was rej)udiated in 1921. In 1921 he adjusted 
his books to state the actual arrangement, and the 
Board refused to recognize the adjustment as a reduction 
of his 1920 income. The C'ourt ruled: 

“The fact that petitioner’s books did not, until 
after 1920, show the correct amount of his net 
income for that year, did not affect his right to 
show' that his actual net income for that year was 
le.ss than his books originally indicated, Daijle v. 
Mitchell Bros. Co., 247 U. S. 179, 187.” 

We suggest aj)plication herein of the reasonable 
general rule adopted by the Board in Appeal of Fraser, 
6 B. T. A. 997, as follows: 

“The purpose of the statute appears to be to 
require that some record be made of the ascertain¬ 
ment of worthlessness. An interpretation of the 
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statute which would deny any deduction except 
when a charge-off was made upon books of account 
within the limits of the calendar year, especially 
when it is considered that closing entries are not 
usually made until after the close of the year, 
would work a hardship which we can not believe 
w’as intended or is required and would attach to 
acts which are merely clerical an importance as 
great as is to be given to the substance of the situa¬ 
tion. The statute must be given a reasonable 
interpretation, if possible. Clearly it was the 
intent that a deduction should be allowed for 
worthlessness was ascertained and that the charg- 
ing-off of the debt might take other forms than 
entries on the books of the taxpayer.” 

It might well be added that in Sumpter Coca Cola 
B. Co. V. Commissionery 7 B. T. A. 890, taxpayer had 
sold its assets in July, 1918, and remained in business 
only to collect its accounts. At the end of the year 
those uncollected were determined worthless, but no 
book entry was made as the petitioner had ceased to 
keep books. The Board allowed the deduction of same 
as claimed by the taxpayer. 

We suggest entry on books of account is not the 
supreme test, for as said in Doyle v. Mitchell Bros, 
(supra): 


‘‘Such books are no more than evidential, being 
neither indispensible nor conclusive. The decision 
must rest upon the actual facts, which, in the 
present case, are not in dispute.” 

But another circumstance makes the charge-off of 
March, 1920, of practically no importance. It is that 
the S33,185 of customer accounts allowed to the partner¬ 
ship were also charged off at the same time in March, 
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1920. That should put the date of charge-off beyond 
the pale of discussion. 

The Board comments on their allowance, saying it 
does not know the reasons therefor, although it is in 
eviden(^e (R. p. 42) they were allowed on the ground 
the last transaction with the customer occurred in 
these accounts in 1919. In other words, probably the 
collateral, if any, on those accounts was sold by the firm 
in 1919 after the accounts were closed. But as the col¬ 
lateral Ix'longed to the firm it could as easily have been 
sold in 1920, for no transaction with the customer was 

thereby involved. Sale of his former collateral in 1920 
% 

is the only circumstance which might differentiate the 
Smith accounts from the customer accounts allowed. 
We submit thereby there was no customer transaction 
in 1920 with Smith in the sale of his former collateral, 
and if this be wrong, that his S52,000 debit is allowable 
Ix'cause that account never had collateral. 

2. In deciding appellant was fiat entitled in com¬ 
puting his net income for the gear 1,919 to deduct 
from his gross income his partner's share of the firm 
liwseSf which he was required to and did pay, as a bad 
debt determined worthle,ss and charged off in said 
year, or as a lo,^s incurred in ,said year. 

In deciding appellant was not entitled in com¬ 
puting his net income for the year 1919 to deduct 
from his gross income losses of his partnership ivhich 
urre incurred and suffered in trade or business, and 
which he was required to and did pay. 

o. In deciding the right of appellant to deduct his 
payment of his partner's share of the partnership 
loss is governed by the law of partnerships. 
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'rhrs(‘ assipiiiK'iits apply to I hairy’s deduction of 
Muller’s share of the partiKMship loss in its various 
asp(‘ets, and l’]rror Three has furth(‘r r(‘ferenee to deduc- 
ti(‘n hy Henry of th(‘ partnership n(*t loss in whoh' or in 
part. 

d’he Hoard tindinj^s of fact omit tlu' fact that what- 
(‘V('r Muller o\v(m1 in Nhivemlx'r, lt)H), was worthless. 
'That Henry and Mulha* then asecatained this fact is 
ai)pa?ent from tin' evidenei*. Muller individually 
owed the firm 810,()()() (IJ. p. .SI): Henry stoppeal his 
tradiiifj account (H. p. Sli), ami found Mulha’ had 
nothinu; (‘itlua’ in HHO <»!• 1020 (1{. p. S4). Havinjz; 
nothinjr to pay his p(as»>nal dehl, Mulha* ccatainly 
could not pay any partnership loss. 

A charj^c'-otT hv Henrv of Muller’s indehte'diu'ss 
arising throu;.»:h the partmaship was unnef(‘ssary for 
it do('s not appear Hemy had any imlividual hnoks. In 
such case a chaij^e-ofT is not najuired. Xeufan v. 
('(inifnissit>fier, 7 H. 'F. A. 1 loS; Miffen v. ('ottninsi^iovir^ 
11 P>. T. A. 7:h. 

It is in evidence that Henry in 1010 ascertained 
no financial assistance could come from Midler, and 
that Henry had to jiay the entire partnership losses 
exeejitinii^ of the Newark ofhce, and in evidence that 
Henry by raisinjz; funds and ])ayin^ these obligations 
put Muller aside as of no help to him. It seems futile, 
wiien these facts are established, to continue an}' further 
arpiment for allowance upon other fjrounds of the 
Chiller item as a deduction to Henrv. 

In conclusion, the s]H‘cial findings of fact made by 
the Hoard do not stand alone in this case. Its opinion 
incorporates other additional facts as a basis of decision. 
Although the statements of fact in an opinion are not 
available as additional special findings and must be 
disregarded {V. S. v. Sioux City S. Y. Co., 167 F. 126; 
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Fleischman Const. Co. v. (/. »S., 270 U. S. 340), neverthe¬ 
less, for Henry no particular point can be made except 
that his case has suffered in the resulting confusion. 
Consequently, reference has been made to all the facts, 
whether in the findings or the opinion of the Hoard, 
in the effort to point out the additional material facts 
in the record which are available to reverse the case. 

The repetitions and abrui)t changes in the statement 
of evidence do re(]uire some jxitience to develop the 
facts, and for Henry the statement of facts herein care¬ 
fully gives the sources of statement. 

The claim of Henry is: 

I'hat the four Smith accounts were ascertained 
worthless in 1919 in known amounts by the acts of 
the margin clerk and partners, and any collateral 
thereupon became firm property free of any customer- 
claim. 

That the admitted cliarge-off in March, 1920, by 
the plaintiff, of customer-accounts evidencing no cus¬ 
tomer transaction subsequent to H)19, makes the date 
of charge-off moot. 

That, in the Smith accounts, no customer transaction 
sui)sequent to 1919 is evident, the collateral being 
lost to the customer in H)19, and its subseciuent dis¬ 
posal being immaterial, and, lu'nce, same were properly 
charged off and are allowable to the same extent as the 
other partnersliip accounts. 

That this collateral as])ect does not apply to the 
S52,00() debit, which never had collateial, and this ac¬ 
count is entirely allowable as a partnership deduction. 

That the Muller share of the 1919 partnership loss 
was ascertained in 1919, was not then ])ayable by nor 
recoverable from Muller because of his inability to pay 
and was thus ascertained by Henry to be a worthless 
debt, or a business loss. 
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That as Henry had no individual books he is not 
required to make any physical charge-off of the item 
before deducting same as a bad dei)t. In dollars and 
cents, Henry claims he is entitled to— 

(a) Deduction of S()3,00(), being the four Smith 
debits, the partnershij) loss thereby having been j)aid 
in full, or 852,000, being the debit with no collateral, 
provided the other three debits that contained col¬ 
lateral are disallowed.., 

(b) Deduction of 80,222, Ix'ing the Muller share of 
the 833,1(S5 of bad debts allowed, and which loss was 
jiaid by Henry. 

Respectfully, 

Camden R. McAtee, 
Attorney for Appellant. 
Mason, Spalding & McAtee, 
of ('ounsel. 
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No. 4801 

Ambrose D. Henry^ Appellant 

V, 

David Burnet, Commissioner of Internal 

Revenue, Appellee 


APPEAL FROM THE HOARD OF TAX APPEALS 


BRIEF FOR APPELLEE 


PREVIOUS OPINION 

The only previous opinion is that of the Board 
of Tax Appeals (R. 11-17) which is reported in 
8 B. T. A. 1089. 

JURISDICTION 

The petition for review in the above case involves 
individual income tax for the year 1919 in the sum 
of $5,450.59. (R. 3.) The appeal is taken from an 
order of redeteiTnination of the Board of Tax Ap¬ 
peals entered October 29,1927. (R. 18.) The case 

( 1 ) 


2 


is brought to this court by petition for review filed 
April 14,1928, pursuant to Sections 1001,1002, and 
1003 of the Revenue Act of 1926, c. 27, 44 Stat. 9, 
109, 110, and pursuant to a stipulation entered and 
filed April 14, 1928. (R. 18-19.) 

QUESTIONS PRESENTED 

1. Whether the appellant is entitled to deduct 
in 1919 any part of certain debts owed to a part- 
nershi}) of which he was a member where there is 
substantial evidence to show that the partnership 
did not ascertain such debts to be worthless and did 
not charge them off during the taxable year. 

2. Whether, upon dissolution of a partnership 
in March, 1920, the appellant who had paid the 
entire indebtedness of the partnership without con¬ 
tribution from one of his partners is entitled to 
deduct in 1919 that partner’s share of the amount 
so paid ? 

STATUTES AND REGULATIONS INVOLVED 

Revenue Act of 1918, c. 18, 40 Stat. 1057: 

Sec. 210. That, * * * there shall be 

levied, collected, and paid for each taxable 
year upon the net income of every individual, 
a normal tax * * *. 

Sec. 211. (a) That, * * * there shall 
be levied, collected, and paid for each taxable 
year upon the net income of every individ¬ 
ual, a surtax * * *, 

Sec. 212. (a) That in the case of an indi¬ 
vidual the term “net income” means the 
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gross income as defined in section 213, less 
the deductions allowed by section 214. 

(b) The net income shall be computed up¬ 
on the basis of the taxpayer’s annual ac¬ 
counting period * * * in accordance 

with the method of accounting regularly em¬ 
ployed in keeping the books of such tax¬ 
payer ; but if no such method of accounting 
has been so employed, * * * com¬ 

putation shall be made upon such basis and 
in such manner as in the opinion of the Com¬ 
missioner does clearly refiect the income. 
« « « 

Sec. 213. That for the purposes of this 
title * * * the teim ‘‘gross income”— 

(a) Includes gains, * * * derived 

from * * * businesses, * * * or 

the transaction of any business carried on for 
gain or profit, or gains or profits and income 
derived from any source whatever. * * * 

Sec. 214. (a) That in computing net in¬ 
come there shall be allowed as deductions: 
* * ^ * 

(4) Losses sustained during the taxable 

year and not compensated for by insurance 

or otherwise, if incurred in trade or business; 
****¥■ 

(7) Debts ascertained to be worthless and 

charged off within the taxable year; 

* * * * * 

Sec. 218. (a) That individuals carrying 
on business in partnership shall be liable for 
income tax only in their individual capacity. 
There shall be included in computing the net 
income of each partner his distributive share. 
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whether distributed or not, of the net in¬ 
come of the partnership for the taxable 
year, ♦ * *. 

(d) The net income of the partnership 
shall be computed in the same manner and 
on the same basis as provided in section 
212 * * *. 

Revenue Act of 1926, c. 27, 44 Stat. 9: 

Sec. 1000. Title IX of the Revenue Act 
of 1924 is amended to read as follows: 

* * * * * 

‘‘Sec. 907. (a) * * * The proceedings 
of the Board and its divisions shall be con¬ 
ducted in accordance with such rules of prac¬ 
tice and procedure (other than rules of evi¬ 
dence) as the Board may prescribe and in 
accordance with the rules of evidence appli¬ 
cable in courts of equity of the District of 
Columbia. * * 

Regulations 45, promulgated under the Revenue 
Act of 1918: 

Art. 151. Bad debts .—An account merely 
written down or a debt recognized as worth¬ 
less prior to the beginning of the taxable 
year is not deductible. Where all the sur¬ 
rounding and attendant circumstances indi¬ 
cate that a debt is worthless and uncollect¬ 
ible and that legal action to enforce payment 
would in all probability not result in the sat¬ 
isfaction of execution on a judgment, a show¬ 
ing of these facts will be sufficient evidence 
of the worthlessness of the debt for the pur¬ 
pose of deduction. * * *. 
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Art. 153. Worthless mortgage debt .— 
Where under foreclosure a mortgagee buys 
in the mortgaged property and credits the 
indebtedness with the purchase price, the dif¬ 
ference between the purchase price and the 
indebtedness will not be allowable as a de¬ 
duction for a bad debt, for the property 
which was security for the debt stands in the 
place of the debt. The deteimination of loss 
in such a situation is deferred until the prop¬ 
erty is disposed of, except where a purchase 
money mortgage is foreclosed by the vendor 
of the property. See article 46. Only 
where a purchaser for less than the debt is 
another than the mortgagee may the differ¬ 
ence between the debt and the net proceeds 
from the sale be deducted as a bad debt. 

STATEMENT OF FACTS 

The Board of Tax Appeals made the following 
findings of fact (R. 9-11) : 

Henry Brothers & Company (hereafter referred 
to as the firm), was a co-partnership organized in 
1917 for the purpose of entering into the stock 
brokerage business in New York City. The New 
York office was conducted by the appellant, who 
was the senior partner and O. W. Muller one of the 
junior partners. The firm also operated a branch 
office in Newark, New Jersey, which was conducted 
by John G. Miller, the other junior partner. 

The firm shared in the general prosperity pre¬ 
vailing in the early months of 1919, and it being 
the custom of the firm to distribute profits monthly, 
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it distributed during the first three months of 1919, 
40 per cent to Henry, 10 per cent to Muller and 50 
per cent to Miller. On account of the general de- 

t 

dine in the stock market and the over-extended 
condition of the fiiTn’s margin accounts it had sus¬ 
tained severe financial reverses bv November 14, 
1919, and was compelled to discontinue business. 
Appellant being the financial backer of the firm 
as, upon discontinuance of business, obliged to 
meet not only his share of the film’s obligations but 
also the share which should have been borne by 
Muller, and for this purpose he borrowed $75,000 
on his personal credit. Muller was also personally 
indebted to the firm because of an over-extended 
margin account carried for him by the firm, and 
also as guarantor on a customer’s account. In his 
attempt to collect something from Muller, appellant 
foreecl him into bankruptcy in 1923, but was unable 
to realize anything on his obligations. 

At the time of the discontinuance of business the 
firm was carrying four margin accounts of one 
Oeorge C. Smith, which accounts at the time trad¬ 
ing therein was suspended, showed a net aggregate 
debit balance greatly in excess of the value of the 
collateral securitv held therefor. On November 8 
or 9, 1919, appellant notified Smith that he would 
have to put up additional margin, or that his ac¬ 
counts would be closed and Smith promised that 
he would try to protect them, but having failed to 
do so. Smith was prohibited from further trading 
after November 17, 1919. The accounts of Smith 
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were marked Nos. 1, 2, 0, and B. They are set out 
on pages 12 to 15 of the record. 

The balances of all the Smith accounts were 
properly ruled and the balances brought down at 
January 1, 1920, and the accounts were duly 
charged with interest and carrying charges for the 
month of January. The Liberty Bonds held as 
collateral security in Accounts Nos. 1, O, and B, 
were sold in February, 1920, and a credit made to 
each of these accounts on February 13, 1920, for 
the proceeds from the sale thereof. Account No. 
2 discloses that it was credited on February 16 and 
27, 1920, with a dividend on two shares of Burns 
Brothers’ stock and with the proceeds from the sale 
of those two shares. That account shows further 
that on March 4,1920, a credit entry of $30,000 was 
made which bore the following description: ‘‘Del. 
Dec. 29 J. S. Bache account of Schatzkin 600 Rep. 
Motors at $50.” The following balances of the 
four Smith accounts hereinbefore referred to, 
were charged off by Journal Entry #81 March 
16,1920: 


No. 1_$8,409.73 

No. 2_ 52, 435. 52 

No. O_ 1,771.05 

No. «_ 421.90 


63, 038. 20 

After the closing of the four Smith accounts, ap¬ 
pellant attempted to collect the balances thereof, 
but Smith contended that Muller had failed to carry 
out instructions relative to his accounts and that his 
failure to do so resulted in the losses complained of. 

35802-31 - 2 
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Appellant did not employ an attorney because be 
thought it would be a waste of money, but he per¬ 
sonally called upon Smith several times attempt¬ 
ing to make collection. 

In addition to the pennanent books of record the 
firm also maintained separate records for the use 
of the margin clerk, whose duty it was to notify 
the partners when fluctuations in accounts necessi¬ 
tated additional collateral for customers’ accounts. 
The Smith accounts were suspended in November, 

1919, and further trading therein was prohibited 
because of the failure of Smith to deposit addi¬ 
tional collateral. 

The partnership’s return for 1919 shows a deduc¬ 
tion of $96,224.05 for bad debts, which amount did 
not include the losses sustained through Muller’s 
failure to meet his personal obligations to the firm. 
Of that amount the appellee allowed $33,185.85 as 
a dediK'tion, leaving the amount of the four Smith 
accounts hereinabove referred to of $63,038.20 
which was disallowed. Although appellant at¬ 
tempted to effect an understanding with Muller in 

1920, and he later forced him into bankruptcy in 
1923, he has not succeeded in collecting anything 
from him either on account of his personal obliga¬ 
tions to the firm or for his share of the firm’s losses. 
At the time of dissolution, no agreement was 
entered into with !M idler with respect to paying the 
jiartnership’s debts. Appellant paid the partner¬ 
ship’s debts voluntarily from a sense of honor and 
good judgment. 
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During the last nine months of 1919 the part¬ 
ners’ profit-sharing percentages were 35 per cent 
to appellant, 25 per cent to Muller and 40 per cent 
to Miller. 

The appellant, by motion at the hearing, 
amended his petition, whereby he claims to be en¬ 
titled to deduct not only his pro rata share of the 
$33,185.85 of the bad debts allowed by the appellee 
as a deduction, but that he is entitled to deduct in 
addition thereto the amount which would ordina¬ 
rily be deductible by Muller, who had failed to bear 
any portion of that amount. 

The appellee refused to allow as a bad debt de¬ 
duction in 1919 the aggregate amount of the four 
Smith accounts for the reason that they were not 
ascertained to be worthless and charged off during 
that year. The Board affirmed the appellee’s de¬ 
termination and also denied appellant’s claim to an 
additional deduction for assuming Muller’s share 
of the partnership’s debts. The appellant asks for 
a review of the Board’s decision. 

SUMMAKY OF ABGUMENT 

The first question is whether there is any substan¬ 
tial evidence to support the conclusion of the 
Board that the Smith accounts were not ascertained 
to be worthless and charged off during the taxable 
year 1919. This is purely a question of fact, and 
since the ultimate finding of the Board is supported 
by the evidence, the decision should be affirmed. 
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The second question involves a deduction claimed 
because of the pa}Tnent by the appellant of his 
partner’s share of the firm’s debts. The partner’s 
liability for the firm’s indebtedness was to the part¬ 
nership and not to the appellant. No liability for 
a contribution between the members of the part¬ 
nership can arise until the partnership has been 
dissolved, settlement had between the members, 
determination made that there is an amount due 
from one member to another and an express agree¬ 
ment to pay the amount due. As the partnership 
was not dissolved until ^larch, 1920, no liability 
was created in 1919. If it should be held that the 
partner was liable to the api)ellant, then no deduc¬ 
tion can be had because there is no satisfactorv evi- 

% 

dence that such liabilitv was ascertained to be 
worthless and charged off during the year 1919. 

ABOUMENT 

I 

A member of a partnership may not deduct from his 
gross income partnership debts which have not been 
ascertained to be worthless and charged off by the 
partnership 

The appellant, a member of a partnership, seeks 
to establish the partnership’s right to a deduction 
for certain debts owing to it and thus to reduce the 
-amount of his share of the partnership income 
which the statute requires that he report on his 
personal return. The appellee refused to permit 
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either the partnership or the appellant to take the 
deduction for the reason that the debts were not 
ascertained to be worthless and charged off within 
the taxable year. The Board afiSrmed the appel¬ 
lee’s determination and held that the evidence failed 
to show a sufficient compliance with the provisions 
of the statute, Section 214 (a) (7) of the Revenue 
Act of 1918. 

The question is thus purely a fact question. 
Where there is substantial evidence to support the 
ultimate fact found by the Board of Tax Appeals 
that a debt was not ascertained to be worthless and 
charged off in a particular year, such finding is 
binding upon an appellate court under the statute 
vesting in it jurisdiction to review decisions of the 
Board. American Savings Bcmk d Trust Co, v. 
Burnet (C. C. A. 9th), decided December 6, 1930, 
citing numerous cases. 

The net income of a partnership is computed in 
the same maimer and on the same basis as the net 
income of an individual. (Section 218 (d).) Hence, 
it was incumbent upon the partnership in order to 
secure the benefit of a deduction under Section 214 
(a) (7) to establish that the debts were ascertained 
to be worthless and charged off within the taxable 
year 1919. No deduction may be had for a debt un¬ 
less its worthlessness is ascertained. (Van Smith 
Bldg, Material Co, v. Commissioner,^ F. (2d) 54; 
Jarvis v. Heiner, 39 P. (2d) 361; Sherman & Bryan 
V. Blair, 35 F. (2d) 713; Wroe v. Bass, 40 P. (2d) 


12 


695.) Not only must the worthlessness of the debt 
be determined within the taxable year but it must 
also be charged off in that year. (American Sav¬ 
ings Bank dt Trust Co, v. Burnet, supra; Stephen¬ 
son V. Commissioner,^^ F. (2d) 348; Jones v. Com¬ 
missioner,"dS F. (2d) 550; Industrial Co, v. United 
States, 38 F. (2d) 711; Avery v. Commissioner, 22 
F. (2d) 6; Georgetown Grocery Co, v. United 
States, 63 Ct. Cls. 160; United States v. Klausner, 
25 F. (2d) 608.) 

The record contains substantial evidence to sus¬ 
tain the Board’s ultimate finding that the require¬ 
ments of the statute were not fully complied with. 
The worthlessness of the Smith accounts could not 
have been ascertained until 1920, when the collat¬ 
eral securing the accounts had been sold and the 
proceeds applied thereto. (Stranahan v. Commis¬ 
sioner, 42 F. (2d) 729.) In that case the debtor 
became insolvent and the debt w^as charged off, 
and though the collateral had depreciated in value 
below’ the amount of the debt, the court said 
(p. 731) : * * the insolvency of Earle occur¬ 

ring within the year could not effect a loss on the 
indebtedness, so long as there remained the right 
of recourse upon the bottle company stock.” 

A strict adherence to this rule is obviouslv neces- 
sary to avoid claims for deductions in anticipation 
of worthlessness. In United States v. White Den¬ 
tal Co,, 274 U. S. 398, a case involving a bad debt 
deduction, the Court said (p. 401) : 
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The case turns upon the question whether 
the loss, concededly sustained by the re¬ 
spondent * * * was so evidenced by a 

closed transaction within the meaning of 
the quoted statute and treasury regulations 
as to authorize its deduction from gross in¬ 
come of that year. 

In Lewellyn v. EJec. Reduction Co., 275 U. S. 
243, it was said (p. 247) : 

But we cannot say that the merchant 
whose action has been based not merely on 
ignorance of a fact but on faith in a proph¬ 
ecy—even though the prophecy is made 
without full knowledge of the facts—can 
claim to have sustained a loss before the 
future fails to justify his hopes. 

Deductions under either the loss section or the 
bad debt section must be treated alike. In Seiber- 
ling V. Commissioner, 38 F. (2d) 810, it was said 

(p. 811): 

* * * before one is entitled to a de¬ 

duction under this provision of the statute, 
as also under the ‘‘bad debt’’ provision 
(subsection 7, section 214 (a) ), the loss must 
have been “sustained,” Breiver v. Orr, 19 
F. (2d) 230 (6 C. C. A.) ; United States v. 
White, 274 U. S. 398 * * * and there 
was no showing that any loss was sustained 
on the stock which was not sold. 

The Board of Tax Appeals has consistently de¬ 
nied deductions for debts secured by collateral. 
The Murchison National Bank, 1 B. T. A. 617; 
City National Bank, 11 B. T. A. 857, petition for 
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review dismissed, 35 F. (2d) 1016; West Lafayette 
Bank, 12 B. T. A. 1356; Capital City State Bank 
V. Commissioner, 13 B. T. A. 304. Furthermore, 
the appellant has failed to establish that the Smith 
accounts were charged off during the year 1919. 
Appellant contends that the accounts were charged 
off when the margin clerk closed out his accounts. 
The margin clerk’s duty was to keep a skeleton 
ledger of the speculative accounts and to note 
therein immediately all fluctuations in security 
prices. (R. 46.) When a customer’s margin was 
dangerously low, he called for additional margin 
and if the margin had been consumed he closed 
out the account. (R. 47.) This procedure merely 
indicated a cessation of trading. It did not indi¬ 
cate that anv debt that the customer mav have 

4 - 

incurred was determined to be worthless and 
charged off. That determination lay solely in the 
discretion of the partnership members, and the 
record fails to show an exercise of that discretion 
by any entry on the permanent books of the firm- 
That the accounts were not considered charged off 
in 1919 is disclosed by an entry for interest in 
December, 1919, and in January, 1920 (R. 13), by 
the fact that the accounts were ruled down on De¬ 
cember 31, 1919, and the balances carried over to 
January 1, 1920 (R. 12-13). Proceeds from the 
sale of Liberty Bonds in February, 1920, were cred¬ 
ited to the account. (R. 13.) Account No. 1 was 
finally closed out on the books of the ledger on 
February 13,1920, and the balance was charged off 
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to bad debts on March 16, 1920. (R. 37.) The 
second account was written off as a bad debt on 
March 16, 1920, in the amount of $52,435.52. (R. 

38.) After the sale of the Liberty Bonds on Feb¬ 
ruary 13^ 1920, the debit balance in the third ac¬ 
count of $1,771.05 was charged off on March 16, 
1920. (R. 38.) A similar charge-off was made 

on the fourth account. It is thus seen that the ac¬ 
tual charge-offs were made on March 16, 1920, and 
were so dated and not within the taxable year here 
involved. 

The appellant contends (Br. 27) that though 
three of the four Smith accounts contained collat¬ 
eral, the account having a debit of $52,000 did not, 
and should therefore be allowed as deduction. The 
record discloses, however (R. 40), that it was the 
appellant’s customary business practice to consider 
collateral filed by a customer with any one account 
as security for all of his accounts. 

The case of Remschmidt v. Commissioner, 28 F. 
(2d) 660 does not apply to this proceeding since in 
that ease a member of a partnership reported by 
mistake income which was never his. He was per¬ 
mitted to correct his return on discovery of the 
mistake. Here there was no mistake. No charge 
off could be made in 1919 since the debt was not 
ascei*tained to be worthless in that year. The case 
of George H, Fraser, 6 B. T. A. 997, is not appli¬ 
cable for the same reason. The case of Sumter 
Coca-Cola Bottling Co,, 7 B. T. A. 890, is dis- 
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tinguishable on the facts. There the accounts were 
ascertained to be worthless during the year and 
the reason they were not charged off is that the tax¬ 
payer had ceased to keep books before the close of 
the taxable period. In Bank of Duplin v. Com¬ 
missioner, 12 B. T. A. 652, the debt was ascertained 
to be worthless in 1920 and was charged off in 
April, 1921, as of December 31, 1920, before the 
books for 1920 were closed. In the instant case 
there was no ascertainment of worthlessness in 1919 
and the debt was charged off in 1920 when the 
partnership was dissolved and not as of the close 
of the taxable year. 

II 

No liability for a contribution arises between two mem¬ 
bers of a partnership until there has been a settlement 
or a dissolution. However, if a liability did arise, it 
was not a debt ascertained to be worthless and charged 
off during 1919 

The appellant, who paid in 1919 the firm’s debts 
without contribution from his partner, claims a de¬ 
duction not only for his share of the firm’s debts, 
but also for the share which should have been borne 
by his partner. The appellee has disallowed the 
deduction claimed for the partner’s share for the 
reason that the latter did not become liable to the 
appellant until the firm was dissolved in. March 
1920. Appellee further urges that if the partner’s 
liability to the appellant did arise in 1919, such lia¬ 
bility was not ascertained to be worthless and 
charged off during the year 1919. 
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It is well settled that a partner who has expended 
his individual money for the use of the firm by bear¬ 
ing expenses or paying debts, etc., can not maintain 
a suit at law against his co-partners for contribu¬ 
tion, there having been no final settlement between 
the partners and no special agreement for reim¬ 
bursement, 21 A. L. R. 45, 46. If there is an in¬ 
debtedness created against one or more members 
of a partnership, the liability is not created in favor 
of the other members of the firm but is in favor of 
the partnership. (47 Corpus Juris 809. (Note 

83.)) 

At the end of 1919 the partnership charged off 
certain w’orthless accounts for which it had made 
itself liable. The appellant met this liability by 
paying not only his share of the partnership loss 
but also the share of his partner. The effect of 
the transaction was that the appellant contributed 
additional capital to the partnership and the part¬ 
nership applied this capital to meet its obligations. 
In computing its net income the partnership was 
entitled to deduct the worthless accounts charged 
off. The allowance of the deduction to the partner¬ 
ship would reduce the amount of the partnership 
income to be distributed among the partners. The 
appellant was entitled to 35% of the profits and 
Muller to 25%. (R. 31.) Thus through the allow¬ 
ance of the bad-debt deduction to the partnership, 
each member received a benefit to the extent of his 
percentage. The same result is obtained if the 
partnership fails to take the deduction and the al- 


18 


lowance is made to the partners in proportion to 
their respective interests in the profits. It is plain 
that Muller’s liability for his share of the partner¬ 
ship debts was to the partnership and not to the ap¬ 
pellant. It is also plain that the appellant’s pay¬ 
ment of the firm’s obligations created a liability 
between him and the partnership and not one be¬ 
tween him and the partner. Such a liability could 
not arise before the dissolution of the partnership 
and as dissolution did not occur until March, 1920 
(R. 34), there was no debt to charge off at the end 
of 1919. 

If a liability did arise between Muller and the 
appellant, it can not be allowed as a deduction for 
the reason that it was not deteimined to be worth¬ 
less and charged off by the appellant in the year 
1919. This was the ultimate finding of the Board. 
It will not be disturbed on review if there is sub¬ 
stantial evidence to support it. The record dis¬ 
closes that Muller’s trading was not stopped until 
February 1920 (R. 37); his account was closed after 
February 17,1920 (R. 33) ; the appellant continued 
his efforts to collect from Muller up to 1923 when 
the latter was forced into bankruptcy (R. 34) thus 
indicating that appellant did not ascertain the debt 
to be worthless in 1919. The appellant contends 
that no charge off was possible since he kept no 
books individuallv. The record contains no testi- 
mony on that point. The Board found the record to 
be wholly silent in respect to the question of an 
actual charge off. This with the additional fact 
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that no ascertainment of worthlessness of the debt 
in 1919 is disclosed precludes the allowance of the 
deduction . 

Appellant does not support with argument that 
part of his second assignment of error (R. 23) 
which alleges that the Muller share of the firm’s 
losses paid by appellant is deductible as a loss in¬ 
curred in the taxable year. It is submitted that 
the evidence does not establish that appellant’s 
loss was sustained in 1919. It became known sub¬ 
sequently that the appellant recovered nothing but 
the evidence does not establish that appellant re¬ 
garded his claim as valueless in 1919. Lle wellyn v. 
Elec, Reduetion Co,, supra, 

CONCLUSION 

It is submitted that no error has been established 
and the decision should, therefore, be affirmed. 
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